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NEW COMBINED PAYROLL 


WITHHOLDING TABLES 


For new law—effective January 1, 1959 


Cut your payroll bookkeeping tu hal! 


THE NEW social security law increasing benefits also increased the amount you must withhold from your employees’ 
pay. This makes all previous withholding tables obsolete. You must now recalculate withholding deductions for 
every employee. These new tables make this work easy for you. 


Combined withholding tables enable you to cut in half the work of determining the amount to be withheld 
from each pay check. One employer with 10,000 employees saved over 500,000 entries last year through the 
use of these combined tables. 


These tables were prepared by the tax department of McKesson & Robbins, Inc., under the direction of Peter Dirr. 
who is also editor of the Payroll Taxation department of THE JouRNAL oF TAxaTion. The format has been tested 
in actual use during the past two years—the only change now is in the insertion of the new figures to give effect to 


the new law. 


lables are printed on heavy ledger paper, page size 814 x 11 inches. There are five separate tables, one fon 
each of the following pay periods: weekly, bi-weekly, semi-monthly, monthly, and daily and miscellaneous. Each 
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table consists of four pages. 


Complete sets of tables for all five pay periods (5 tables, 20 pages, plus instructions) in heavy envelope, sells for 
$2. Individual tables for any pay period are 50¢. Quantity discounts are: on $10 order, 10%; on $11 to $25 order, 
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20%; order of $26 or over, 25%. Minimum order: $2. 


Recommended practice, based on experience, is to provide each person making up payrolls with a table for each 
of the pay periods he works with. 


lables may be ordered now. Shipment will be made before December 15, in plenty of time to start using them 


when the new law goes into effect on January 1, 1959. 


USE THIS COUPON TO ORDER YOUR NEW PAYROLL WITHHOLDING TABLES ee 


To: The Journal of Taxation, Inc. 


147 East 50th Street, New York 22 


Please send me the New Combined Payroll Withholding Tables | have __ ........ copies, complete sets of tables 

indicated at the right. for all 5 pay periods, $2. 
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Election under Subchapter S can 


eliminate thin-incor poration problem 


by ROBERT W. MANLY 


To the tax planner attempting to devise the best capitalization for a corporate 


venture, and confused by the constant shifts in the judicial standards for determin- 


ing the validity of stockholder debt, 


solution for those able to qualify. Robert W. 


the election 


under Subchapter S provides a 


Manly, who has written for JTAX 


before on thin incorporation problems, considers briefly the tests now being applied 


by the courts and then turns to the possibilities offered by the new election and 


points out some of the hazards and difficulties facing an electing corporation. 


- A NUMBER OF YEARS the Commis- 
sioner has been attacking the validity 
of corporate obligations .to shareholders 
on grounds of inadequate equity capital 
in relation to debt. More recently, the 
Commissioner has used a subjective av- 
proach and has attacked the validity of 
such obligations on the ground that the 
loans were but shams and were, in eco- 
nomic reality, equity capital which was 
intended to be invested at the risk of the 
business.! 

The courts have clearly indicated that 
the objective debt-equity ratio test will 
not automatically protect a creditor posi- 
tion shareholder. 


taken by a Just how 


far the courts will go in refusing, for tax 
purposes, to recognize corporate obliga- 
tions which, objectively, are legally en- 


forceable by shareholders, is not now 
It has been stated that there 


“rule of thumb” 


discernible. 


is no which can be ap- 


plied. The facts of each case must be 


whether the 
shareholders intended to create a debtor- 


examined to determine 


creditor relationship or a capital con- 
of the 
Gilbert case to 


tribution. The opinion Second 


Circuit, remanding the 
the Tax Court, is indicative of the con- 
fused state of mind of the courts. In that 
case each of the three judges wrote a 
separate opinion stating divergent views 
on the Tax Court 
must make to support its decision hold- 
ing that the corporate notes in question 


were equity 


findings which the 


capital for tax purposes. 


The Report of the Advisory Group on 
Subchapter C to the Mills Subcommittee 
on Internal Revenue Taxation proposed 
that Section 317 of the 
to define corporate indebtedness for tax 


Code be amended 


purposes to include obligations to or 
guaranteed by shareholders which do 
not exceed an arbitrary ratio of 5 to 1 
to equity capital, in order to reduce 
the uncertainty in this field of the law. 
However, this proposal was not enacted 
in the 1958 amendments. 

In the Arlington Park Jockey Cluv 
case, the court upon the 
Gilbert test most 
favorable to the all the 


principles 


commented 
“The 


taxpayer, of 


case, stating: 


formulations of governing 
asserted in the cases, appears to be that 
Judge Learned 
Hand in his dissenting opinion in Gil- 


recently phrased by 

bert as follows: 
When the 

to make their 


petitioners decided 
advances in the form of 
debts, rather than capital advances, did 
they suppose that the difference would 
affect beneficial in- 
other than 


appreciably their 


terests in the venture, tax- 
wise?” 

The court stated that the adoption 
of the above test ‘would remedy a large 
part of the vagueness in the weighing 
and balancing by the courts of numerous 
factors, in dividing stock from debt but 
that it would allow many taxpayers to 
gain a tax advantage not now available 


to them under most decisions.” 


Possibly the dissenting opinion of 
Judge Learned Hand may point the way 
to a new approach to the problem, 
which could be applied to bring some 
order out of the present confusion in the 
absence of Congressional action. 

It has been observed that the 
nical Amendments Act of 1958 contains 
provisions which will solve the debt- 
stock dilemma if the corporation is 
qualified for the election provided by 
the new Subchapter S$ introduced into 
the Code by that Act. Subchapter §$ 
(Sections 1371-1377, inclusive) permits 
the shareholders of corporations meeting 
certain requirements to elect to have 
corporate income taxed and corporate 
losses allowed directly to the share- 
holders, without any tax consequences 
at the corporate level. The details of the 
provisions of Subchapter S are widely 
known by this time and only their effect 
will be discussed here. 

Undoubtedly, the shareholders of 
many small corporations will find it to 
their advantage to make the Subchapter 


Tech- 


S election and will thereby effect sub- 
stantial over-all tax savings. However, 
such an election may be very costly if 
when added to 
the outside income of any of the share- 
holders, is taxed at an average effective 
rate higher than 52% (30% if the cor- 
The 
analyze the 


the corporate income, 


porate income is less chan $25,000). 
first 
and 
whether the corporation will accumulate 


shareholders should 


corporate program determine 
its profits with a view to the sale or 
liquidation of its stock at capital-gain 


rates, or whether it will be operated as 
in the latter 


case, determine the approximate propor- 


a continuing venture and, 


tion of its earnings that will be paid out 
as dividends. 

If the corporation plans to use the 
capital-gains method, this average rate 
shareholder will be in- 
(52%, of the 
retained corporate earnings of 48%) be- 
fore the election will fail to produce 
savings. This puts an approximate limit 


of tax on the 


creased to 64% plus 25% 


of $170,000 on the corporate income 


allocable to each married shareholdcr 
($85,000 to each single taxpayer), ignor- 
ing personal exemptions, deductions, 
etc., and state income taxes, and assum- 
ing the shareholder has no other taxable 
allocation of the $25,000 
exemption must be 
made proportionately to 
holder to set these limits 
ultimate sale of the shares 


deferred in the 


income. An 
corporate surtax 
each _ share- 
accurately. 
Since the 
may be 


indefinitely 
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usual case, the actual break-even point 
is somewhere between an effective tax 
of 52% and 64%. At 52%, the break- 
even point similarly computed for a 
married shareholder would be $92,000, 
or $46,000 for a single taxpayer. If any 
shareholder has outside income, his 


breakeven point must be separately 


calculated and the average effective rate 


of tax on the additional income which 
would be ascribed to him under the elec- 
tion must be separately computed. Since 
the effective tax on a married share- 
holder with other taxable income of 
$64,000 would be 65% on any additional 
income ascribed to him under a Sub- 
chapter S election, he could not afford 
to consent to the election unless the cor- 
poration expected to show losses. 

If a corporation plans to distribute 
dividends, the savings of the double 
tax will increase the breakeven point 
substantially. If 50% of earnings after 
taxes will be distributed, the limit, simi- 
arly computed, will be some $140,000 of 


gross corporate income allocable to each 
married shareholder and, if the capital- 
gain tax on the 50% of after-tax income 
retained by the corporation is taken 
into account, the limit will be some 
$202,000. However, if the corporation 
plans to distribute all of its income after 
taxes, the election under Subchapter S$ 
will save taxes regardless of the amount 
of corporate income involved. 

In any group of shareholders the 
problem of determining the breakeven 
point may be complicated by the fact 
that one or more of the shareholders 
may be entitled to a substantial salary 
while others are not, thus creating im- 
balance in tax burdens which probably 
would be difficult to compensate for by 
payments of additional salary because of 
the high tax bracket applicable to any 
additional income. Such problems may 
be particularly bothersome if such em- 
ployees are paid on a commission basis. 
\lso, it should be noted that, within 
the same family group, the Commis- 
sioner is authorized to apportion or allo- 
dividends and 


cate actual amounts 


treated as dividends under the Sub- 


Gooding Amusement Co., Inc., 236 F.2d 159 
(CA-6, 1956) cert. den. 352 U.S. 1031; Ryan Con- 
tracting Corp., 15 TCM 999; Gunn 25 TC 424; 
aff'd sub-nom. Perrault, 244 F.2d 408 (CA-10, 
1957) cert. den. 355 U.S. 830; Colony, Inc., 26 TC 
aff'd. on another issue, 244 F.2d 75 (CA-6, 
7); B. F. Gale, 15 TCM 518; Gilbert, 248 F.2d 
(CA-2, 1957) remanding 15 TCM 688 (Sup- 
mental opinion on remand, TCM 1958-8, now 
on appeal to CA-2); Aqualane Shores, Inc., 30 
TC No. 48 (on appeal to CA-5), Lockwood 
Realty Corp., TCM 1958-49 (on appeal to 
CA-6); Arlington Park Jockey Club, Inec., DC 
Iil., 1958, (on appeal to CA-7). But see Estate 
of Herbert B. Miller, 239 F.2d 729 (CA-9, rev’g. 
24 TC 923) and Kraft Foods Co., 232 F.2d 118. 
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chapter between and among the mem- 
bers of a shareholder’s family as he 
deems necessary to reflect the value cf 
services rendered to the corporation by 
such a shareholder. 

Shareholders also may elect Sub- 
chapter S treatment in order to take ad- 
vantage of corporate losses. This may be 
lrelpful upon the organization of a new 
corporation when losses are expected in- 
itially. However, since a corporation is 
not permitted any carryover or carry- 
back of net operating losses either to 
or from any period during which the 
election is in effect, a reverse calculation 
must be made to determine whether 
the shareholders have sufficient income 
to absorb the losses with a greater tax 
saving than if the loss were used later 
by the corporation. The amount of loss 
which a shareholder may deduct is 
limited to the adjusted basis of his shares 
and of any corporate indebtedness to 
him. Therefore, even in a loss situation, 
the advantages of a Subchapter S elec- 
tion cannot be taken for granted. 


Effect on thin incorporations 


If the Subchapter S election is adopted 
then “thin incorporation” problems 
vanish.2, The corporate deduction for 
interest payable to shareholders ceases to 
be of any significance. The same amount 
of income will be subject to tax regard- 
less of whether or not interest is paid, 
assuming the debts are held by the share- 
holders in proportion to their share- 
holdings. Payments on the principal 
of the debts out of corporate earnings 
will not affect the taxable income of the 
shareholders. Currently then, a share- 
holder will be indifferent to the true 
nature of any advance he may make to 
his corporation so long as a Subchapter 
S election is in effect. If the election is 
made with respect to a corporation 
which suffers losses, the benefit of the 
losses will be reflected directly and fully 
in the shareholder’s current income and 
will not be postponed to some later date 
when a bad debt loss (probably a short- 
term capital loss) would ordinarily be 
allowable upon a determination of the 


2Since a corporation cannot elect under Sub- 
chapter S if it has more than one class of stock, 
a variant of the thin incorporation problem may 
arise to plague electing corporations which have 
large stockholder debt: Is this debt in reality 
capital and, because of its special characteristics, 
of a ciass different from common stock? If 
stockholder loans are made on open account and 
subordinated to outside creditors, there would 
seem to be little justification for considering 
them to be anything other than additional com- 
mon eouity. It is difficult to appraise the serious- 
ness of this threat to qualification for the Sub- 
chapter S election. Under the “thin incorpo- 
ration” principles, the courts have held that 
debts were shams to avoid tax and were in 


worthlessness of the debt. The Com- 
missioner could profit by a determina- 
tion that obligations were equity capital 
rather than debts only when such obli- 
gations were issued to shareholders in 
exchange for appreciated assets in an 
attempt to gain a stepped-up basis for 
the assets. 


Distribution or retention of earnings 

The problem will arise in the opera- 
tion of an electing corporation of 
whether or not to distribute its current 
earnings. It is to be noted that the dis- 
tribution of property other than money, 
which would include any corporate obli- 
gations, will not be treated as made out 
of “undistributed taxable income” as de- 
fined in Subchapter $, but will be 
treated as an ordinary taxable dividend 
to the extent of prior accumulated earn- 
ings and profits. 

If earnings are distributed in cash, 
they may have to be loaned back to 
enable the corporation to continue op- 
erations. It is possible that such distribu- 
tions of cash, coupled with loans of 
similar amounts, could be ignored as a 
sham under “thin incorporation” prin- 
ciples if the status of such loans became 
pertinent, leaving the corporation and 
the shareholders in the same position 
as if no distribution had been made in 
the first place. 

In the case of an electing corporation 
with no prior accumulated earnings and 
profits, it makes no difference taxwise 
whether current earnings are paid out 
or are accumulated. Section 531 with 
respect to the penalty upon unreason- 
able accumulations is not applicable, 
and the earnings may be withdrawn at 
any time during the period of the elec- 
tion without tax consequences. It is 
therefore expected that most electing 
corporations will distribute only the por- 
tion of their income which they do not 
have to retain in order to carry on 
operations. 

However, if the corporation has earn- 
ings and profits accumulated prior to the 
year of an election under Subchapter §, 
the failure to pay out the current year’s 
economic reality but contributions to equity 
capital by shareholders for the purposes of 
certain sections of the Code. Upon a determina- 
tion that a security will not be treated as a 
debt for tax purposes, it would be contradictory 
then to hold that the security is in a class of 
stock separate from the common stock by 
reason of the same provisions that were held 
to be but shams. It is the writer’s view that, 
even though this threat to Subchapter S elec- 
tions probably is not well founded, the danger 
should be recognized. Certainly corporations 
planning to elect should consider carefully 
whether transformation of outstanding notes to 


stockholders into mere accounts payable would 
be practical. 
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Illinois bar, is associated with the Chi- 
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earnings may have unfavorable conse- 
quences. 

Thus upon the termination of the 
election, the undistributed taxable in- 


come will be “frozen in” with respect 


to all shareholders. It is “frozen in” for 
other transferees of 


purchasers and 


shareholders even while the election is 
still in effect. Ordinary dividend conse- 
301 


avoided only with respect to the portion 


quences under Section may be 


of distributions which represents un- 


distributed taxable income which has 
been included in the shareholder‘s own 
taxable income during the current 


period of election. Because of this 
serious effect of ending an election, in- 
advertent terminations (or terminations 
forced by a dissident minority) must be 
guarded against. If a corporation con- 
sidering making such an election has 
substantial prior accumulated earnings 
and profits, the shareholders might well 
consider restricting the sale or transfer 
of shares under buy-and-sell or option 
agreements to prevent the transfer of the 
shares in such manner that the election 
would be terminated, i.e., to corpora- 
tions, non-resident aliens, trusts, or to a 
shareholder who would not consent io 
the election or to such number of share- 
total would then be 
When 


planned, a corporation should consider 


holders that the 


more than ten. termination is 
paying out as much of its undistributed 
income as possible in its final election 
year in order to avoid this “freeze” after 
taking into consideration any “thin in 
corporation” risks which might neces- 
sarily be involved. The Commissioner's 
Regulations on this problem of share- 
holder loans out of distributions from 
undistributed income may be helpful. 
An election under Subchapter § will, 
generally, not affect the application of 
existing state income tax laws. Share- 
holders will be taxed only on dividends 
distributed to them and corporations 
will be taxed on their full incomes, re- 
gardless of the election. Generally speak- 


Fed- 


eral income taxes paid by a corpora- 


ing, shareholders cannot deduct 
tion and corporations cannot deduct 
Federal income taxes paid on their in- 
comes by shareholders. Unless and until 
State tax laws are changed to conform 
to Subchapter S, it would appear to be 


advantageous under the tax laws of most 


December 1958 


states to have an electing corporation re- 
tain as great a portion of its income as 
possible. This would saye the double 
State tax on any dividends paid. The 
laws and Regulations of the state or 
states should be 
checked in connection with decisions to 


involved carefully 
make distributions as well as in connec- 
tion with the initial decision to make the 
Subchapter S election. 


Ordinary loss on small business stock 
The Small Business Tax Revision Act 
of 1958, granting ordinary losses up to 
$25,000 ($50,000 on a joint return), 
rather than capital losses, on stock issued 
under a plan adopted after June 30, 
1958, by small business corporations as 
therein defined (not the same definition 
as that applicable under Subchapter S) 
should be commented upon. This Act 
adds Section 1244 to the Code to grant 
an ordinary loss upon the stock of the 
individual or partnership to whom it 


was originally issued by certain small 
corporations (Section 1244 
stock) under certain circumstances, and 
to that limited extent, gives an investor 
a greater advantage in loss situations 


business 


than he could hope to gain by “thin 
incorporation.” However, even though 
this new Section 1244 undoubtedly will 
be widely used, especially if the corpora- 
tion cannot qualify under Subchapter 
S, it is not anticipated that it will sub- 
stantially affect future “thin incorpora- 
tions,” since the tax-free withdrawal of 
earnings, not the recoupment of losses 
in event of failure, is the major objective 
of “thin incorporations.” An _ election 
under Subchapter S will, so long as it is 
in effect, more effectually accomplish 
the objectives of Section 1244. However, 
the benefits of the two new provisions 
of the Code are not mutually exclusive 
and consideration should be given to 
using both whenever circumstances per- 
mit. x 


Accumulated earnings tax looms 


as threat to buy-out agreements 


by F. DANIEL FROST 


The language of the Tax Court in recent decisions has raised fears in the minds 


of some thoughtful tax men that the court might very well proceed to the position 


that a redemption of the shares of a controlling stockholder out of accumulated 


earnings and profits is per se not for corporate purposes. In this event the accumula- 


tion necessarily brings on the penalty tax on improper accumulation. At the recent 


tax forum of the Title Insurance and Trust Company in Los Angeles, Mr. Frost 


analyzed these cases and considered their application to redemptions to pay estate 


tax and planning redemption in general. This article is an adaptation of that talk 


with the addition, mainly by means of footnotes, of relevant material more recent 


than that available at the time of the Forum. 


I’ SEEMS THAT it is very difficult for 
some of Tax Court judges to 
that in substance there is a dis- 
tinction in 


the 
agree 
closely held corporations 
between corporate action and that of the 
controlling shareholders.1 A_ series of 
recent decisions? involves peculiar fact- 
ual situations which would reasonably 
permit the trier of fact to disagree with 
the taxpayer's position. But in the most 
the Tax Court was 
not satisfied to rest the decision on this 


troublesome cases, 
ground, but rather added gratuitous 
statements in broad language that, if 
generally applied by the IRS, would 
cause grave concern to tax practitioners. 
This is not limited to situations in which 


the corporation is a sham and_ thus 
merely the alter ego of the controlling 
shareholders for all purposes, but has 
been extended to situations in which no 
such contention has been made by the 
Commissioner.* Under this philosophy, 
it is not difficult to find a dividend in a 
corporate transaction where the results 
are substantially the same as if it had 
been handled by the shareholders, such 
as the acquisition of the stock of a de- 
ceased shareholder. Further, at the cor- 
porate level such a transaction is perhaps 
found to lack corporate business pur- 
pose, and thus indicate an unreasonable 
accumulation of earnings and _ profits. 


Pelton Steel Casting Co., 28 TC 153 
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(1957), aff'd. 251 F.2d 278 (7th Cir. 1958). 

Che first series of recent cases in this 
area (which have been reversed or re- 
manded on appeal) involved taxing to 
the shareholders as dividends insurance 
premium payments by the corporation. 
Although the facts of these cases do not 
involve redemptions, they do give evi- 
dence of the difficulty of the Tax Court 
in separating corporate action and share- 
holder action mentioned above. 

The second series of cases involved 
taxing to the remaining shareholders, as 
a constructive dividend, corporate funds 
used to redeem the stock of a selling 
shareholder in situations where the re- 
maining shareholders were found to 
have participated either directly or in- 
directly in the acquisition.4 


Unreasonable accumulations cases 


lurning to the recent Tax Court 


cases On unreasonable accumulation of 
surplus, we find a similar refusal to 
separate corporate and shareholder ac- 
1956, in a 


ion. In December, 


mem- 
orandum opinion, the Tax Court gave 
an indication of how it would hold four 
months later in the Pelton Steel Casting 
Co. case when, in Hedberg Friedheim 
Contracting Co.,5 it resisted the argu- 
ments of the corporation that it was 
not unreasonably accumulating surplus 
by pointing out, among other things, 
that one of the avowed purposes in the 
minutes for not paying dividends was to 
accumulate funds to buy the stock of 


shareholders who 


one of the two 50% 
were in disagreement on corporation 
policy. The court distinguished the cases 
of Dill Manufacturing Co.,® and Gazette 
Publishing Co.,? as involving the re- 
demption of the stock of minority share- 
Eighth 
afirmed the decision of the Tax Court, 


holders. The Circuit recently 


but in doing so did not mention this 
particular issue. 

Finally, in the Pelton Steel Casting 
Co. case itself, the Tax Court had be- 
fore it the following factual situation. 


The problem is not a new one. Note the Tax 
Court decision in Emeloid Co., 14 TC 1295 
(1950), rev’d. on appeal (3rd Cir. 1951) 189 
F.2d 230. The appellate courts have had some 
sharp words to say on this subject. After dis- 
cussing the Commissioner’s view, the Second 
Circuit stated in its op o7 1 %~-st- Carol's 
26 TC 1020, (1956) rev’d. 247 F.2d 440 (2nd 
Cir. 1957): “these factors indicate only that the 
petitioner controlled the corporation—but not 
that he is the corporation.” (247 F.2d 440 442) 
In Emeloid Co., the Third Circuit has this to 
say: “The interpretation placed on the trust 
agreement by the Tax Court was clearly erron- 
eous. The corporate intent stated in the instru- 
ment is to provide for continuity in the man- 
agement and p~!' cf tha anmea-4 Tha “ew 
Court make no finding that such was not a 
proper corporate purpose. it conciudea that the 
real purpose of the insurance was to provide a 
means whereby; the survivor, Leeds or Madan, 
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The corporation had been in existence 
for a number of years, paying dividends 
from 1936 through 1942, but paying no 
dividends in the calendar years of 1943- 
1946 inclusive. Although the years in 
issue were 1945 and 1946, the Commis- 
sioner stipulated as to a decision for the 
taxpayer for the year 1945. In 1946, two 
of the three shareholders, owning 60% 
and 20%, respectively, decided that the 
business should be sold. Determined and 
continuous efforts were made to sell the 
business to outsiders. The management 
was concerned that the company would 
become a 


“captive foundry’ 


’ 


of large out- 
side interests and they determined to 
preserve the unique operating policies 
which had made Pelton a successful and 
prosperous company. Among these vital 
policies were an unusually friendly 
and close personal relationship between 
the chief executive and the customers of 
the company and the exceptional rela- 
tions between the management and the 
employees which resulted in, not only a 
non-union plant, but a complete absence 
of strikes or other labor troubles over 
some 21 years.7@ The third shareholder, 
owning the remaining 20%, attempted 
to work out an arrangement where- 
by the other two shareholders’ interest 
could be redeemed and the corporate 
entity thus preserved. Negotiations in 
this area were completed in 1946, and 
no dividend was paid in that year, 
although the 


corporation had _ con- 


siderable earnings. In the spring of 


1947, the redemption was accomplished 
through a recapitalization the net result 
of which was that the corporation paid 
$800,000 cash ($500,000 of which was 
borrowed) and issued $400,000 par value 
preferred stock in exchange for the 
shares of common stock held by the 
selling shareholders. The facts state that 
an essential aspect of the plan was that 
the taxpayer not pay or declare a divi- 
dend in 1946. 

The Commissioner's view was that the 
redemption did not accomplish a reason- 


could purchase the stockholdings of the decedent. 
That conclusion has no support in the record. 
The petitioner, not the survivor, is to purchase 
the stock of the decedent. The difference between 
a contract of purchase on the part of the corpo- 
ration and one on behalf of the surviving stock- 
holder is more than a highly technical distinction. 
Significantly different legal incidents flow there- 
from.” 

2 Joseph R. Holsey, 28 TC 962 (1957), rev'd. 
(8rd Cir. 1958); Zipp, 28 TC 314 (1957) aff'd. 
(6th Cir. 1958). The IRS announced on Oct. 30, 
1958, in TIR 109 that it would follow the Third 
Circuit’s decision in the Holsey case in similar 
fact situations. The broad philosophy behind the 
general language of these cases can also be seen 
in the following Tax Court Decisions: Prunier, 
28 TC 19 (1957), rem’d. 248 F.2d 818, (1st Cir. 
1957); Doran, 15 TCM 629 (1956), 246 F.2d 934 
(9th Cir. 1957); Casale, 26 TC 1020 (1956), 
rev'd, 247 F.2d 440 (2d Cir. 1957). A similar 
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able business need of the corporation, 
but rather suited the personal or busi- 
ness shareholders, and 
further that such buy-out could have 
been accomplished by the declaration of 
a dividend in 1946 and then a redemp- 
tion at a lower price in 1947, The corpo- 


needs of the 


ration in turn argued that it had been 
accumulating earnings in order to fi- 
new capital acquisitions. And 
further, citing the Dill Manufacturing 
Co. and Gazette Publishing Co. cases, 


nance 


it stated that the use of corporate funds 
to redeem stock can, and did in this 
instance, serve a corporate business pur- 
pose. 

In a sweeping decision, the court 
held for the Commissioner on the 
ground that it was anomalous to sug- 
gest accumulation for plant acquisition 
when the corporation is subsequently 
stripped to finance the redemption. it 
pointed out that the corporation could 
have paid a dividend in the year in 
question and still have carried out the 
redemption. In addition, Judge Fisher 
indicated that in his view the decisive 
rebuttal to the taxpayer’s position of 
corporate business purpose for the re- 
demption was that it was caused by the 
controlling shareholders for their own 
benefit. Thus, in answer to taxpayer's 
arguments, he stated: 

“The practical answer to all this, un- 
favorable to petitioner’s case, is that its 
actions, purpose and intent were those 
of its controlling shareholders, who sold 
their interests at a favorable price and 


case decided by the Federal district court in 
Utah is Sanders, 149 Fed. Supp. 942, (DC 
Utah, 1957), which has just been reversed by 
the 10th Cir. 

3 See Casale, note 1 supra. The Second Circuit 
stated: 

“Despite the use of ‘sham’ and other phrases 
to characterize the particular transaction under 
review, the record does not indicate any con- 
tention by the Commissioner that the corpora- 
tion itself is a sham or alter ego for all pur- 


poses. ... 

“The finding of ‘sham’ in this case was based 
solely upon the fact that the controlling share- 
holder could direct the activities of the corpo- 
ration and did so by expediting the corporate 
formalities and voting himself the benefits 


described. There is absolutely nothing else in 
the record indicating ‘sham’ or a lack of ‘bona 
fides.’ On this basis the Commissioner maintains 
that the corporation is necessarily a mere con- 
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at the same time realized substantial tax 
benefits from adopting the plan in the 
For the 
same reasons, the cases chiefly relied 


form described herein. much 
upon by petitioner can be readily dis- 
tinguished.” 


The (251 
F.2d 278), primarily on the basis that 


Seventh Circut affirmed 
it would not set aside the findings of the 
trial court. Further, however, the court 
seemed to concur with Judge Fisher's 
distinction of the Dill Manufacturing 
Co. and Gazette Publishing Co. cases, 
although, apparently in answer to argu- 
ment by taxpayer’s counsel, the court 
did agree that, in the Pelton Steel Co. 
case, as well as the Dill Manufacturing 
Co. and Gazette Publishing Co. cases, it 
was the majority that acted. However, 
the court went on to state that only in 
the Pelton case did the majority take 
themselves out and all the shareholders 
“enjoy the tax benefits of the planned 
action.” The reference here was to the 
difference in tax to the selling share- 
holders if a dividend had first been paid 


before the redemption. 


New hazard in planning redemptions 


Of course, corporate redemptions of 
the stock of 
eithe1 


controlling shareholders 
IRC Section 3028 or Sec- 
tion 3039 are common devices in estate 


under 
planning. Thus it is important to ex- 
amine the impact of the Pelton case in 
this area. Turning for a moment to the 
background of this situation, it will be 
IRC Sections 302 and 
303, there is no stated requirement for 


recalled that, in 


corporate business purpose for redemp- 
tions qualifying for capital-gain treat- 
ment. Further, it is understood that the 
National Office agrees that no such show- 
ing is necessary. However, these sections 
directly concern the selling shareholders 
only and do not purport to cover the 
tax results to the remaining shareholders 
or the redeeming corporation. Thus, it 
is doubtful that the enactment of these 


duit for the whims and 
trolling shareholder and 
for tax purposes. This argument thus encom- 
passes all corporations which are dominated 
by one or more controlling shareholders.” 

*See Tucker, 226 F.2d 177, (8th Cir. 1955); 
S. K. Ames, Inc., 46 BTA 1020, acq. 1942-1 CB 
1; Edenfield, 19 TC 13 (1952) aeq. 1953-1 CB 4; 
Joseph P. Schmidt 208 F 2d 819 (3d Cir. 1954). 
515 TCM 1433 (1956), aff'd. 251 F.2d 839 (8th 
Cir. 1958). This is a consolidated case. and this 
particular issue involved Hedberg Friedheim 
and Company (the parent). The facts of the 
case are unusual in that very damaging state- 
ments were present in the corporate records. 
*39 BTA 1023 (1939), non-acqg. 1939-2 CB 47. 
The redeemed shareholders owned 49.9% of the 
stock. Because of dissension, a plan was worked 
out whereby, during the taxable year in ques- 
tion, additional common stock was sold to them 
to bring their interest up to exactly 50%. All 
of their common stock was then exchanged for 
cash, United States Government Bonds and 


desires of this con- 
must be disregarded 
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sections affects the scope of the Pelton 
decision. Further, 
true that, at the time that Congress en- 
acted the predecessor statute to IRC 
Section 303 (Section 115(g)(3) of the 
1939 Code), it failed to make any pro- 
vision as to the effect of such a redemp- 


it is unfortunately 


tion on the corporation with respect to 
what is now 1954 Code Section 531. 

the Pelton and Hedberg- 
Friedheim cases, the case law indicated 
that a redemption of all of the stock 
of one or more shareholders could be 


Prior to 


evidence of an unreasonable accumula- 


tion, and therefore it behooved the 
corporation to establish that the corpo- 
rate surplus was used for a corporate 
business purpose.10 The requirement is 
obviously reasonable since any use of 
corporate funds for a non-related busi- 
ness purpose can indicate an excess of 
surplus. However, there were a number 
of direct cases on the subject indicating 
that a redemption could serve a useful 
corporate business purpose, and further, 
in several cases involving related prob- 
lems, corporate redemptions were recog- 
nized as having a corporate business pur- 
the 
cases on the subject involved the re- 


»08se.11 However, none of direct 
| 
demption 


all of 


group of shareholders owning a 50% or 


(or planned redemption) of 
the stock of a shareholder or a 


larger interest,!12 and only the case of 
Emeloid Co. in the latter group involved 
such a situation. 

the 
Congressional intent,!8 there appear to 


Perhaps because of expressed 
the enactment of 
IRC Section 115(g)(3), now Section 303 
(concerning the redemption of stock in 


be no cases since 


certain circumstances to pay death 


taxes and expenses of administration) in 
which the corporation was attacked by 
reason of a redemption under that sec- 
tion. However, the problem of the effect 
at the corporate level of a redemption 
from the estate of the majority share- 
holder to raise cash for expenses of ad- 


shares of newly created preferred stock. The 
court heid for the petitioner, stating: “And this 
record at most, does not establish that the liqui- 
dation of the syndicate stock by the partial use 
of that preferred stock, under the circumstances 
here, was not required by a reasonable business 
necessity.” 

7103 Fed. Supp. 799 (DC Ark. 1952). The years 
in issue were 1946 and 1947. Dividends were 
paid in both years (a very large one in the 
latter year). In 1948, because of dissension, the 
stock of minority shareholders owning in the 
aggregate about 25% of the stock was redeemed. 
The principal argument of the Commissioner was 
that the accumulations in 1946 and 1947 were 
made to fund the redemption in 1948. The court 
found to the contrary, and also held that the 
redemption served a necessary corporate busi- 
ness purpose. 

7a The courts commented, “Slichter, who had 
made petitioner his life’s work—developing close 
personal contacts with its customers and becom- 
ing largely responsible . . . for employee rela- 


ministration had arisen in KOMA, Inc., 
189 F.2d 390 (10th Cir. 1951), prior to 
enactment of that section. In this case, 


a corporation redeemed all of its pre- 
ferred stock in order to provide funds 
for the estate of the majority share- 
holder. At the time of the redemption, 
accumulated and unpaid dividends were 
due on this stock. The Tax Court heid 
that the corporation had unreasonably 
accumulated surplus, and in this regard 
stated as follows: 

“Obviously under the circumstances 
here the use of surplus assets acquired 
mostly from earnings voluntarily to re- 
tire stock served no real business pur- 
pose. To the contrary, the transaction 
utilized funds which according to peti- 
tioner were necessary for present and 
future expansion.” 

The decision was affirmed on appeal 
by the Tenth Circuit, that court agree- 
ing that the redemption was a factor in 
establishing that there had been an un- 
reasonable accumulation. 

At the same time that the Tenth Cir. 
cuit had before it the KOMA case, the 
Third Circuit rendered its decision in 
the Emeloid case, involving the question 
as to whether certain indebtedness 
created by a corporation to finance key- 
man insurance policies on the lives of 
its two stockholder-officers (each owning 
50% of the stock with 
their wives, owning 89% of pre- 
ferred stock) would be entitled to treat- 


common and, 


the 


ment as borrowed capital for excess 
Tax Court 
had held to the contrary. However, the 
Third Circuit raised the question as to 


profits tax purposes. The 


what corporate purpose could be con- 
sidered more essential than key-man in- 
surance, and then went on to state in an 
alternate holding that the use of key- 
man insurance to fund a redemption 
agreement also served a corporate busi- 
ness purpose in that it provided “con- 
tinuity of harmonious management.” 
Thus, at the time of the Pelton and 


tions—was very concerned that petitioner might 
become a ‘captive foundry’ .... He was also 
concerned about the attendant changes in the 
nature of its business . .. as well as the pos- 
sibly deleterious effects on employee relations 
and the status of ‘key men’ in the organization 
as it existed. Slichter did not like the idea of 
petitioner’s becoming a subsidiary of some out- 
of-town corporation and of having his employee 
policies interfered with.” 

* Sec. 302—General Rule.—If a corporation re- 
deems its stock (within the meaning of Section 
317(b), and if paragraph (1), (2), (3), or (4) 
of subsection (b) applies, such redemption shall 
be treated as a distribution in part or full pay- 
ment in exchange for the stock. 

* Sec. 303—In General—A distribution of prop- 
erty to a shareholder by a corporation in re- 
demption of part or all of the stock of such 
corporation which (for Federal estate tax pur- 
poses is included in determining the gross estate 
of a decedent) to the extent that the amount of 
such distribution does not exceed the sum of 
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Hedberg Friedheim decisions, the case 
law had already indicated that a stock 
planned 
be evidence of an 
accumulation of surplus. 


redemption, or redemption, 


could unreasonable 

Che facts of the Pelton case certainly 
did not require the Tax Court to 
broaden its prior position. However, the 
language of the decision is disturbing 
in that it lays great stress on the follow- 
ing points, neither of which is believed 
by itself to be material to the determina- 
tion of an absence of corporate business 
purpose: (a) that stock of the controlling 
shareholders was, redeemed;!4 and (b) 
that the corporation could have ac- 
complished the same result by first pay- 
ing a dividend and then redeeming at 
the lower value.15 A broad application 
of these principles could wreck many a 
carefully planned redemption. 

In discussions as to the scope of the 
Pelton case with tax practitioners in vari- 
ous parts of the country, the writer has 
found a marked variance of opinion 
ranging from the view that it adds no 
new problems to the area, to the view 
that redemption of stock of controlling 
shareholders will now per se give rise 
to an attack under IRC Section 531 in 
situations where there is an accumula- 
tion of earnings and profits in excess of 
The 
bases its opinion on reliance upon the 


the minimum credit. first group 


peculiar factual situation involved ia 
Pelton, and tends to disregard the over- 
tones of some of the language of the 
decision. The latter group, on the other 
hand, 


and is extremely concerned in that in its 


finds little comfort in the facts, 


view the Seventh Circuit decision does 


not restrict the scope of the Tax Court 


decision as much as it feels it should 
have done. 
It is very difficult for the writer to 


accept the sanguine viewpoint of the 


first group, particularly since the ra- 
tionale behind the disturbing language 


in Pelton is also found in other recent 


(1) the estate, inheritance, legacy and succes- 
sion taxes (including any interest collected as a 
part of such taxes) imposed because of such 
lecedent’s death, and (2) the amount of funeral 
nd administration expenses allowable as deduc- 
to the estate under Section 2053 (or under 
Section 2106 in the case of the estate of a de- 
cedent non-resident, not a citizen of the United 
States), shall be treated as a distribution in full 
payment in exchange for the stock so redeemed. 

W. H. Gunlocke Chair Co., 2 TCM 885 (1943), 
aff'd. 145 F.2d 791 (2d Cir. 1944); Walkup 
Drayage and Warehouse Co., 4 TCM 695 (1945); 
ef. Trico Products Corp., 46 BTA 346 aff'd. 
13 2d 424 (2d Cir. 1943), cert. den. 335 U.S. 
99; also 67 Fed. Supp. 311 (DC N. Y. 1946) 
aff'd. 169 F.2d 343 (2nd Cir. 1948), cert den. 
335 U.S. 899. See OD 360 2 CB 25. 

Emeloid, 189 F.2d 230 (3d Cir. 1951), involving 
an excess profits tax issue; Fred F. Fischer, 6 
TCM 520 (1947), involving the issue of a divi- 
dend to the majority shareholder. 

“In the Dill Manufacturing Company case ap- 
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Tax Court cases. However, on the basis 
of the Pelton and Hedberg Friedhein 
cases alone, it is also difficult to believe 
that the Tax Court has adopted the in- 
flexible position that under any factual 
situation such use of corporate funds is 
per se for a non-corporate business pur- 
pose,15a or, if it has indeed done so, that 
this position will be upheld by the ap- 
pellate tribunals. 

If the principles mentioned above are 
broadly applied, then pity the poor 
minority stockholder who, against his 
consent and regardless of what he does, 
is left (after a redemption of the stock 
of the controlling stockholders) with 
stock in a corporation facing an attack 
under IRS Section 531. Or perhaps, the 
absence of unanimous consent to the re- 
demption might make a difference. In 
any event, the dissenting minority share- 
holder might have recourse in a corpo- 
rate derivative action against the former 
controlling shareholders.16 

And think further of the predicament 
of a corporation that has redeemed the 
stock of its controlling shareholders on 
an installment basis. At the time that 
the stock is redeemed, of course, in the 
usual instance a portion of the redemp- 
tion price is charged to capital and the 
balance is charged to earnings and 
profits. But in accumulating funds out 
of earnings and profits in order to serv- 
ice the installment debt, the corporation 
might find itself subject to attack that it 
has then unreasonably accumulated sur- 
plus, even though in fact it might have 
a very poor working capital position. 

With reference to IRC Section 303 re- 
demptions of the stock of a majority 
shareholder, it is a short step from some 
of the language of the Pelton case to an 
attack on a corporation in relation to 
such a redemption. In fact, the redeem- 
ing corporation seems particularly vul- 
nerable IRC Section 503 re- 
demption, because usually only a_por- 


after an 
tion of the decedent’s stock is redeemed, 


parently the transaction bringing the redeemed 
stock holdings up to 50% was interpreted as a 
step in the redemption transaction. 

18 See, House of Representatives Committee Re- 
ports, 1950-2 CB 427. 

The problems raised by the Pelton case seem 
as applicable to the redemption of stock of sev- 
eral minority shareholders who as a group con- 
trol the corporation, as they do the situation 
where one of the redeemed shareholders holds a 
majority interest. 

“The Tax Court has had a hard time deciding 
whether it is a material argument for the Com- 
missioner to make, in an IRC Section 531 case, 
that the corporation could pay a dividend and 
yet still accomplish the corporate purpose i.e., 
borrow the dividend proceeds back for acquisi- 
tion of plant and equipment. In a memorandum 
opinion, Frank H. Ayres & Son 13 TCM 952 
(1954), the Tax Court termed such argument 
“Completely fallacious,”” but it bought the argu- 
ment in Egan, Inc 14 TCM 421 (1955), and in 
the case of Smoot Sand & Gravel Corp. 15 TCM 
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and it is admittedly for a shareholder 
purpose (to provide funds to pay death 
taxes and expenses of administration).'7 
Further, an IRC Section 303 redemp- 
tion contemplates and is geared to situa- 
tions where there are large holdings in 
the redeeming corporation. However, 
such an attack under IRC Section 531 
would seem to be inconsistent with the 
express legislative purpose of IRC Sec- 
tion 303 to allow the estate to preserve 
control of the family business and not 
be forced to sell stock to outsiders in 
order to raise funds for the specified ex- 
penses. It is believed that this legislative 
policy should lead to restraint in the 
application of the Pelton case after IRC 
Section 303 redemptions. 

In the field of key-man insurance, it 
is the writer’s opinion that the Pelton 
case gives one more argument to those 
who disfavor the direct tie-in of key- 
man insurance to a redemption agree- 
ment.18 Although the Pelton case does 
not deal with the subject of key-man 
insurance as such,!9 it might be in- 
terpreted as inconsistent with Emeloid 
as to the secondary issue in that case 
where insurance policies are acquired 
for the express purpose of funding the 
redemption of stock of a majority share- 
holder, particularly if the facts should 
involve large non-recurring premium ex- 
penditures in the year in issue. Con- 
versely, however, an argument could be 
made that the existence of insurance 
policies with annual premiums paid over 
many years shows that the corporation 
sincerely believed that a redemption was 
necessary to preserve its continuity. 

In addition to the substantive aspects 
of the Pelton decision, it creates anoth 2r 
problem for tax practitioners in that 
the Tax Court decision held that IRC 
Section 534 does not shift the burden 
of proof to the Commissioner unless the 
question of reasonable need is material. 
In other words, the ultimate burden of 
proof remains on the taxpayer to estab- 


418, 431 (1956). However, the latter decision 
was reversed and remanded on appeal by the 
Fourth Cireuit 241 Fed. 2d 197 (4th Cir. 1957), 
with a strong rebuke on this point. It seems to 
be inconsistent to provide under IRC Sections 
302 and 303 for capital gain at the shareholder 
level, and yet for the Tax Court to hold that a 
dividend is necessary to avoid IRC Section 531. 
Further, it is horn-book law that a taxpayer 
need not take the path of the higher tax. Isham, 
17 Wall. 496, 506, 21 L. Ed. 728, 731; (1873) 
Gregory, 293 U.S. 465, 469, (1935) 79 L. Ed. 
596, 599. 

15a Since the paper was written, the Tax Court 
has issued its memorandum opinion in Penn 
Needle Art Co., 17 TCM 504 (1958), where, after 
a shareholder dispute, the corporation redeemed 
all of the shares of husband and wife who owned 
50% of the outstanding stock. The Commissioner 
apparently argued that such redemption per se 
must mean an unreasonable accumulation. Judge 
Tietjens held for the taxpayer-corporation on 
the basis that the earnings were accumulated be- 
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lish that the purpose of the accumula- 
tion was not an avoidance of tax with 
respect to its shareholders. This seems 
to the writer to be contrary to the in- 
tent of Congress in enacting that sec- 
tion.2° This issue in the Tax Court de- 
cision was not mentioned in the Seventh 
Circuit opinion. 

On the positive side, what can be 
done to lessen the impact of this case 
as to stock redemptions in estate plan- 
ning? First of all, it will be recalled that 
the 1954 Code offers some shelter in the 
$60,000 minimum accumulated earnings 
And, of 
very advisable to establish as many fac- 


credit.?1 course, it would be 
tors as possible to support a corporate 
the 


earnings and for the redemption. This is 


business purpose for accumulated 
still believed to be important, despite the 
language of the Pelion decision. 

In this regard it is the writer’s belief 
that, if a corporation has historically 
had agreements with its shareholders 
(perhaps even before the existence of 
earnings and profits) providing for an 
orderly redemption of their stock in- 
terests on death or retirement, then this 
should be persuasive evidence that the 
that 
redemptions were a requirement for its 
The Emeloid 


helpful in support of this position.?? 


corporation really believed such 


survival. case would be 


The business purpose of preserving con- 


tinuity of harmonious management 


through an orderly redemption of stock 
on death or retirement was not really 


present under the Pelton facts; rather, 


there was a voluntary abrupt change in 
control and management. In this regard, 
if the facts involved do not show a pro- 
gram of redemptions to provide con- 
tinuity of management, then perhaps a 
showing of lack of unanimity between 
the shareholders as to the redemption 
would be helpful. 


cause of the needs of the business (to replace 
equipment) and not unreasonably so. The deci- 
sion as to the redemption was found to have 
been made “in an exigency.” Although Judge 
Tietjens appears to cite the Gazette Publishing 
Co. case with approval, his decision does not 
go into the question as to whether the redemp- 
tion served a corporate business purpose, since 
the accumulated earnings were found to be 
reasonable for other business needs. That they 
were not used for such purpose was not deemed 
material. Thus the question is still left open as 
to whether the Tax Court will hold that the use 
of corporate funds to buy out a controlling share- 
holder is without corporate business purpose. 
%®See “‘Management’s Personal Liability for 
Section 102 Surtaxes’” by Robert S. Holzman, 
Proc. NYU 7th Ann. Inst. on Federal taxation 
555 (1949). 

17 The broad business 
Emeloid case, viz., to 
monious management, 


purpose set forth in the 
provide continuity of har- 
does not fit easily into 
the redemption of only a portion of the dece- 
dent’s stock interest, since the balance of the 
stock in the estate could still pass to non-har- 
monious people. A corporate business purpose 
would seem to be present, however, if by 
reason of the redemption, control passes from 
the estate to those shareholders who are active 
in management, since this change of voting con- 
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Next, a record of regular dividend 
payments would be important. If this 
is not the case, in a cash redemption of 
stock of one or more controlling share- 
holders, it might be helpful to insulate 
the year of redemption by paying out a 
dividend in that year of a substantial 
portion of current earnings so that the 
redemption is necessarily either out of 
capital or accumulated earnings and 
profits of prior years. As a variation of 
this technique, the redemption could be 
timed to a year of little or no profits. 
However, unless the year of redemption 
is the earliest open year under audit, 
the Service could argue that the fact of 
redemption itself either points at an 
intent in prior years to accumulate sur- 
plus for the redemption, or that the 
redemption is evidence that the corpora- 
tion had more earnings and profits than 
necessary. 

If the stock of a group of minority 
be 
where possible it would seem advisable 


shareholders is to redeemed, then 
to limit the group in all phases of the 
transaction to those who between them 
do not own control of the corporation. 
Lastly, the economics of the situation 
might well make it more feasible to risk 
an attack under IRC Section 531 than to 
fund the redemption in any other way, 
viz., through first declaring a dividend. 
This the case in 
many instances, in that the penalty tax 


can be seen to be 


on unreasonable accumulations is 2714°% 


on the first $100,000, and 3814% 


, above 


that amount.23 

It is a hopeful sign that the National 
Office has indicated in a private ruling 
that it does not believe the Pelton case 
means that all redemptions of stock of 


one or more controlling shareholders 


out of accumulated earnings and profits 
are per se not for a corporate business 
purpose. It is understood that this rul- 


trol could insure the desired continuity. 

'S See, for example, ‘““‘The Unexpected, Untimely 
and Uninvited Dividend,” by L. William Seid- 
man, 36 Taxes 166. 

“In a case arising under Section 102 of the 
1939 Code, the Federal district court in Colorado 
recently approved as having a valid corporate 
business purpose, the maintenance of a reserve 
by a corporation to be used as a self-insurance 
fund on its key employees, Bradford Robinson 
Printing Co. (DC Colo. 1957). 

2° Senate Report No. 1622, 83rd Congress 
Sess. 70 (1954). 

“1 IRC Section 535(c) (2). The accumulated earn- 
ings credit has been increased to $100,000 by 
reason of Section 205 of the Small Business Tax 
Revision Act of 1958. 

In this connection it is interesting to note 
that the Emeloid case is not cited either by the 
Tax Court or the Seventh Circuit in their de- 
cisions in the Pelton case. The cases of Marjorie 
N. Dean 10 TC 19 (1948), acq. 1949-1 CB 1, and 
Elmer W. Hartzell 40 BTA 492 (1939), acq. 
1939-2 CB 16, involving the corporate business 
purpose in certain recapitalizations, might also 
be helpful to support such a redemption. 
*3Since the paper was written, Congress has 
enacted new Subchapter S to the Code, which 
allows certain small business corporations to 
elect not to be taxed on their net income as a 


2nd 


ing letter was approved in the Chief 
Counsel's office before it was released. In 
effect, it says that IRC Section 531 cases 
require an examination of all of the 
particular facts involved. 

However, it is further understood that 
there are the field 
offices regarding the Pelton case and 
IRC Section 531. That this policy of 
restraint of the National Office in the 
application of the Pelton case has not 
filtered to the local level is apparent in 
that several cases have been called to 
the attention of the writer in which the 
Pelton case is being applied by field 


no instructions to 


agents after redemptions under IRC 
Section 302(b)(3) of all of the stock of 
a deceased majority shareholder, without 
regard to a showing of corporate busi- 
ness purpose for either the accumulated 
earnings or the redemption. For this 
reason it is not believed that too much 
assurance can be gained at present from 
this position of the National Office. 

It is the writer’s view, therefore, that 
although the Pelton case did involve 
an unusual factual situation, the nature 
of the decision merits serious attention 
in any redemption of 
stock of controlling 
whether under IRC Section 302 or Sec- 


contemplated 
shareholders, 


tion 303. For this reason, in a proposed 
transaction, a careful record should be 
made to distinguish that case, not only 
on the narrow factual issues, but also «s 
to the broad general principles of corpo- 
rate business purpose. As to cases now 


at the administrative level, and which 


are to be litigated, it would seem to be 
the conservative course of action to use 


the Federal district court or the Court 


of Claims as the forum until it can be 


more clearly ascertained whether the 


Tax Court intends to take the position 
that such redemptions are or are not 
without corporate business purpose. 


entity. This new election might be 
helpful in planning to avoid the possibility of 
an attack under Section 531 following a re 
demption, in that Section 531 would not seem to 
be applicable to any year in which such an 
election were made. Such an election would, of 
course, mean that the taxable income of the 
business would be included in the gross income 
of the shareholders (‘‘taxable income” receiving 
some special adjustments for this purpose). 
Thus, the value of such an election to avoid an 
attack under Section 531 would depend to a 
great extent upon the personal tax brackets 
of the shareholders, keeping in mind that the 
1371 election avoids the double tax on dividends. 
Such an election would not seem to be of any 
help under the Pelton type of facts, since the 
earnings in the year in issue were so high as to 
create a very large tax under the personal 
surtax rates. However, its possible use under 
other factual situations should not be over- 
looked. In this regard, though, some thought 
should also be given to the possibility that a 
1371 election might be attacked by the Com- 
missioner, or restricted by subsequent legisla- 
tion, if used solely to avoid certain corporate 
provisions as to a particular transaction. It is 
the writer’s view that this danger is not so 
substantial in the Section 531 area as it is in 
the collapsible corporation area. 
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Corporate organizations and distributions + 


New corporate decisions this month 


No bad debt deduction on advances to 
thinly-capitalized subsidiary. Taxpayer 
advanced $564,000 to its wholly-owned 
subsidiary. The subsidiary issued only 
The court dis- 
allows the bad debt deduction of $467,- 
000 after $97,000 of assets was received 


six shares of $5 stock. 


upon winding up the subsidiary. In view 
of the extremely thin capitalization, it is 
obvious that the so-called advances did 
valid 
debt. The court also denies the ordinary 
loss deduction [Section 165(g)(3) of the 
1954 Code—Ed.] for worthless securities 


not have the characteristics of a 


of an afhliate. A deduction under this 
section is available only in case of com- 
plete worthlessness. Byerlyte Corp., DC 


Ohio, 8/19/58. 


Stockholder’s advances found to be con- 
tributions to capital. Advances by tax- 
payer to his wholly owned corporations 
are found to be capital contributions 
rather than debts which became worth- 
less in 1949 and 1950. Payments by the 
same stockholder as unconditional guar- 
antor of the debts of one of the corpo- 
1949 as 
business bad debts to the extent that the 


rations are allowed in non- 
payments exceeded the assets received 
on dissolution of the corporation. Nel- 
son, TCM 1958-179. 


Interest disallowed on “thin” incorpo- 
ration. ‘Taxpayer, a corporation with 
$1,000 capital stock requiring and using 
large sums for its import business is held 
to be a “thin” corporation. The ratio of 


‘loans payable-stockholder” to the “capi- 
tal stock” ranged from 64 to one to 71 
to one. Accrued “interest” on the loans 
deduction. U. S. 


Co., 30 TC No. 144. 


is disallowable as a 
{satu 
Distributions to stockholder were divi- 
dends, not loans. Corporate distributions 
to a controlling stockholder are held to 
be taxable dividends to the extent of the 
available earnings and profits, and not 
loans. There were no 


bona fide 


notes 
or other evidences of indebtedness; there 
was no proof of any agreements for re- 
payment; no interest was either charged 
or paid; no security was given. Levy, 30 
rC No. 139. 

Loan to stockholder not a dividend. 
laxpayer received a $15,000 loan in 
1951 from a corporation of which she 





was a principal stockholder. She ex- 
ecuted her note for this amount, but the 
note has never been paid. The Commis- 
sioner treated the proceeds of the loan 
as a dividend. Upon showing that she 
intended to pay the note in 1952, but 
that an examination of the corporation 
and the stockholders by IRS made it 
prudent to conserve all resources, the 
court concludes this was a bona fide loan 
and not a dividend. Callan Court Co., 
DC Ga., 8/22/58. 


Regulated investment company taxable 
as ordinary corporation in year it fails 
to qualify. A regulated investment com- 
pany which fails to distribute at least 
90% of its investment company taxable 
income will be treated as an ordinary 
corporation for such taxable year and 
will be subject to the rules of an ordin- 
ary corporation in determining its earn- 
ings and profits for dividend purposes. 
Rev. Rul. 58-466. 


Split-up found not to be for surtax 
avoidance. A Tennessee corporation did 
business in both Kentucky and Tennes- 
see. To obtain bank financing for its 
Kentucky operations, it determined to 
form a separate corporation there. The 
shareholders bought the assets used in 
Kentucky 
transferred them to a newly-formed Ken- 


from the corporation and 
tucky corporation, the taxpayer. The 
Kentucky 
chased accounts receivable from the old 


new corporation also pur- 
Tennessee corporation. The court con- 
cludes this was not the type of transfer 
at which Section 129 (Section 1551 of 
the 1954 Code) was aimed. There was 
not a transfer of assets by one corpora- 
tion to another here, nor was the pas- 
sage of the assets through the share- 
holders a mere subterfuge; the law was 
enacted some eight months after the 
transaction. The court also finds a busi- 
ness purpose as the principal reason for 
The 
in denying the Kentucky corporation a 


the transfer. Commissioner erred 
$25,000 surtax exemption. Airlene Gas 
Co., DC Ky., 7/8/58. 

subsidiaries and _ sub- 
sequent merger treated as independent 


transactions. 


Acquisition of 


A corporation purchased 
all of the stock of two companies and 
subsequently effected a corporate mer- 
ger, with itself as the surviving corpo- 
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fation. It then sold the assets acquired 
in the merger. On the facts, the court 
finds the corporation did not purchase 
the subsidiaries to acquire their assets 
so as to give it a basis for the assets equal 
to the cost of the stock. The stock pur- 
chase and subsequent merger constituted 
separate and independent transactions, 
and the basis of the assets sold is ruled 
to be the same as that in the hands of 
the liquidated subsidiaries. Conte Equip- 
ment Corp., TCM 1958-171. 


Partnership deficit balance not a debt. 
When taxpayer and another ended their 
partnership, the other partner had a 
deficit balance in his partnership ac- 
count. Taxpayer attempted to deduct 
this deficit business bad 
debt. The court denies taxpayer the de- 


balance as a 


duction. There was no debtor-creditor 
relationship between taxpayer and _ his 
former partner, all that existed between 
them was a right to an accounting. Even 
if there was a debtor-creditor relation- 
ship, there was no showing that the debt 
was uncollectable. Taxpayer made no 
effort to collect the debt despite his 
former partner’s having ample assets. 
That might 
jeopardized taxpayer's continuing finan- 


such an attempt have 
cial relationship with his former part- 
ner is not proof of worthlessness. Kyne, 


DC Ky., 8/4/58. 


“Continuity of interest” narrowed for 
bankruptcy reorganization. Taxpayer 
here was organized and owned by former 
bondholders and it acquired its chief 
asset, a building in Dallas, following 
the default of 


claimed the predecessor’s basis for the 


the debtor. Taxpayer 


property, but in litigation over the year 
1943, it had been denied; the court of 
appeals held that there was not sufficient 
continuity of interest, this corporation 
having received only one of the large 
number of properties held by the de- 
Thereafter the 
Code was amended, retroactive for cer- 
1933, to include 
among tax-free exchanges transfers in 
receiverships (Section 112(b)(10) of the 
1939 Code). The Tax Court holds that, 
because of the change in the law, tax- 


faulting predecessor. 


tain open years to 


payer is not estopped in litigating the 
same issue (its basis for the property) for 
a later year. The Government argued 
that the continuity of interest factor still 
barred taxpayer, but the Tax Court, 
pointing out that the new section re- 
ferred to “property” transferred, not 
“all or substantially all the property,” 
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and that receiverships typically transfer 
the various properties of the debtor to 
the various groups of creditors holding 
mortgages on specific items, holds that 
all that is required is a continuity of in- 
terest in the specific 
the old 

by the debtor’s default had stepped into 
the the 
had preserved. The transfer was a non- 


property trans- 


ferred. This bondholders, who 


shoes of debtor’s stockholdevs, 
taxable exchange and taxpayer may use 
the 
Transit Co., 30 


predecessor's basis. San Antonio 


IC No. 127. 


Interest deduction allowed on debenture 
between related corporations. Taxpayei 
purchased accounts receivable from a 
corporation also owned by its stock- 
holders. It first entered its liability for 
the purchase price as an ordinary ac- 
count payable. Later, this open account 
was converted to a 6% long-term deben- 
ture to improve the balance sheet for 
The this 


evidenced a fide in- 


credit purposes. court finds 


debenture bona 
debtedness and allows deduction of the 
Gas Co., DC Ky., 7 


interest. Airlene 


Return of “paid-in surplus” not income 
to stockholders. During the depression 
lent their controlled 
ration $325,000. In 1942, 


prove the corporation’s rating, the stock- 


taxpayers corpo- 


in order to im- 


holders voted to transfer credit from ac- 
counts payable to paid-in surplus. The 
resolution provided, however, that these 
funds were to be repaid at the discretion 
When the 
corporation repaid $110,000 in 1948, the 


of the board of directors. 
IRS treated it as a dividend to taxpayers. 
The court holds that $110,000 is not in- 
come to the taxpayers, as it is the re- 
payment of the loans. Jennings, DC IIL., 
9/19/58. 


New election to file separate returns. 
Enactment of the Amend- 


ments Act of 1958 will permit affiliated 


Technical 


corporations a new election to file sep- 


arate returns in lieu of consolidated 


returns for the first taxable year for 
which returns are due after 9/2/58. Rev. 


Rul, 58-471. 


Corporation can deduct commissions to 
related partnership | Acquiescence]. Pay- 
ments by a selling corporation to a part- 
nership acting as its sales agent were 
held to be an ordinary and necessary 
business expense. The fact that the part- 
ners were also officers and stockholders 
of the corporation was deemed not ma- 
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terial since the amounts paid were for 
actual services performed, were reason- 
able, and were not in proportion to the 
partners’ stockholdings. Royal Cotton 
Mill Co., 29 TC 761, acq. IRB 1958-37. 


Purchase of stock, liquidation and trans- 
fer to a new company treated as pur- 
chase of assets by it [Acquiescence]. 
Three individuals sought to purchase 
the assets of a paper mill corporation as 
a source of supply for their paper 
jobbing business. When the owner re- 
fused to sell the assets, they purchased 
the stock for $500,000, $150,000 in cash, 
and $350,000 in 
proximately equal to the fair market 


notes, which was ap- 
value of the net assets. The individuals 
then dissolved the corporation and dis- 
tributed the corporate assets to them- 
selves. Immediately thereafter they trans- 
ferred the assets to a newly formed cor- 
poration which assumed the $350,000 
liability of the three individuals, and 
notes for $150,000 to 
cover their cash payment. Viewing all 


issued to them 
the steps as one transaction, the Tax 
Court held there was no reorganization, 
but the net effect was a purchase of 
assets by the new corporation from the 
old corporation. Accordingly, (1) the de- 
preciation basis of the assets to the new 
corporation was its cost of the stock; (2) 
the individuals could not have received 
a dividend when the new corporation 
assumed their liability for the purchase 
of the stock. Suter Estate, 29 TC 244, 
acq. IRB 1958-37. 

Preferred stock redemption not a divi- 
dend. Taxpayer corporation owned a 
majority of both the preferred and com- 
mon stock of a subsidiary corporation. 
The preferred stock had been received 
in reorganization of the subsidiary in 
exchange for bonds and advances. Since 
the capital had originally been advanced 
to the subsidiary on a temporary basis, 
the court finds its redemption in the 
taxable year was not substantially equiva- 
lent to a dividend. Taxpayer had re- 
ported its basis equal to the redemption 
price, resulting in no gain or loss. Upon 
revicwing the complicated transactions, 
the court concludes its basis was only 
about 90% so that a 10% capital gain 
results. Since there was no dividend, the 
asserted personal holding company sur- 
tax deficiencies fail, and the tax on the 
gain is barred by the three-year statute 


of limitations (there being an omission 
of less than 25%). Further, the distribu- 
tions by the corporation to its individual 


stockholders, described as a partial liqui- 
dation, are largely non-taxable to the 
stockholders. The corporation had a 
deficit at the beginning of its taxable 
year, and the finding that it did not re- 
ceive a dividend on the preferred stock 
redemption limits the taxable ordinary 
income to the stockholders to the rela- 
tively small amount of current year’s 
earnings. The balance of the distribution 
is a return of capital. Callan Court Co., 
DC Ga., 8/22/58. 


Sale not tax free under Section 337; was 
made prior to plan. Taxpayer-corpora- 
tion sold two properties at a loss on 
October 1 and 4, 1954. On October | 
the directors approved the sales and 
entered a formal notice for a meeting 
on October 11, 1954, to the 
matter of the liquidation of the com- 


act on 


pany. The directors at that meeting 
voted to recommend liquidation, and a 
meeting of the stockholders was called 
for October 22, 1954, at which meeting a 
plan of complete liquidation was 
adopted. The Commissioner denied the 
losses on the ground that the sales were 
made after (and within 12 months of) 
the adoption of a plan of liquidation 
and no loss was allowable (Section 337). 
The court holds the sales were made be- 
fore the corporation adopted a plan of 
complete liquidation; the sales are, there- 
fore, not controlled by Section 337, and 
the losses are deductible to the corpora- 
tion. Virginia Ice & Freezing Corp., 50 


IC No. 132. 





New withholding rates 
go into effect Jan. 1 


Under the new social security 
law just passed, withholding by 
employers is increased effective 
January 1, 1959. Present with- 
holding 


obsolete. The Journal of Taxation 


tables are, therefore, 
is publishing a new set of com- 
bined withholding tables to be 
used under the new law. These 
were developed by Peter Dirr 
and the McKesson & Robbins Tax 
department. See details on in- 


side front cover of this issue. 
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NEW DEVELOPMENTS IN 


yroll taxes 


EDITED BY PETER G. DIRR 


Benefits denied Pennsylvania 
Westinghouse workers 


THE SuperionR Court of Pennsylvania 
has found in favor of the Westinghouse 
Electric Corporation in five opinions 
handed down on September 11, 1958, 
denying benefits'to workers involved in 
the historic Westinghouse strike. The 


court in each of the five cases reversed 
the Board of Review, which had allowed 
benefits on the ground that the work 
stoppages were the result of lockouts, 
rather than strikes. 

The problems arising from the at- 
tempt to apply the Double Affirmation 
Clause in the Pennsylvania Unemploy- 
ment Insurance Law to the employees 
strike dis- 
length in these pages. (See 
5 JTAX 370 and 6 JTAX 356.) This 


provision in the Pennsylvania law would 


involved in the have been 


cussed at 


have allowed unemployment benefits to 
be paid after two administrative rulings 
were handed down in favor of the claim- 
ant 

It was, however, declared unconsti- 
tutional by the Pennsylvania Supreme 
Court on October 1, 1956, on the ground 


that it violated the Due Process Clause 


of the U. S. Constitution. The Westing- 
house Electric Corporation contended 
that, inasmuch as approximately $9.5 


million in benefits was involved in un- 
employment insurance cases having to 
do with labor disputes, the payment of 
such benefits would cause the unemploy- 
ment fund to be depleted and _ there 
would be an adverse effect on the fund. 
Accordingly, 


Westinghouse sought to 


prevent the payment of benefits until 
the question of eligibility of claimants 
was finally determined by a Superior 


Court. 


District court holds arthritis 
victim able to work 

court in 
South Carolina recently affirmed a deci- 
sion by a Referee whereby it was held 
that 


THe UNITED STATES district 


a claimant whose disability was 
classified as rheumatoid arthritis was not 
severely disabled enough to prevent the 
claimant from doing any work. Accord- 





ingly, the claimant was held not to be 
entitled to a disability freeze as provided 
for under the disability provisions of the 
Social Security Act as amended. 

The 


from a form of arthritis which was “gen- 


claimant in this case suffered 
eral in multiple joints, with most calcifi- 
cation in the spine,” with the entire 
spine being fused. Her doctor testified 
that, taking the disability into considera- 
tion together with the claimant's educa- 
tion and experience, she was unable to 
The Referee, 
concluded that claimant’s impairment 


do any work. however, 
was not severe enough to prevent her 
from engaging in “any substantial gain- 
ful activity,” and that the limitation of 
motion was not of a degree incapaci- 
tating the claimant for any work. There- 
fore, the claimant is held not entitled 
to the establishment of a period of dis- 


ability. 


N. Y. court affirms bride’s 
unemployment payments 
New 


recently 


THe AppeELLATE Division of the 
York State 


afhrmed a decision of the Unemploy- 


Supreme Court 
ment Insurance Appeal Board whereby 


a female claimant who left work to 


marry and who shortly thereafter re- 
turned to the labor market was held not 
to have voluntarily quit her employ- 
ment without good cause and as such 
was held eligible to receive unemploy- 
ment insurance benefits. 

The court’s three-to-one decision was 
handed clerk- 
typist who quit her job eight days be- 


down in the case of a 
fore marriage and subsequently moved 
to another city with her husband. After 
returning to the labor market, she re- 
mained unemployed for nine weeks and 
for each such week she claimed unem- 
ployment compensation. 

In the first court case dealing with a 
termination of employment because of 
marriage, the court held: 

“We think 


treated as such a cause as well as illness 


marriage ought to be 


or other events of important personal 
consequence to the worker. This is 
especially so where it is manifest that 
the woman who is married intends to 
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return to or stay in the labor market. 

“The bride of the Victorian era would 
no doubt regard her marriage as a 
permanent withdrawal from the labor 
market, if, indeed, she had ever been 
in it, but the economics of modern mar- 
riage require that many married women 
work and they intend to remain and 
do remain in the labor market after 
marriage.” 

Because of the widespread publicity 
which this case received, the public was 
erroneously led to believe that unem- 
ployment benefits are available to fe- 
male claimants quitting jobs to become 
housewives. 

In a release issued by the New York 
State Division of Employment, Execu- 
tive Director Richard C, Brockway said, 
“The wrong notion has got around that 
unemployment insurance can be claimed 
as a kind of dowry.” Brides-to-be were 
cautioned that, in order to be eligible 
for benefits, a person must be able and 
available for employment and must be 
truly attached to the labor market. w 


Quarterly reporting require- 
ments in Missouri onerous 


INASMUCH as a very small part of the 
information which is being supplied to 
the Missouri Department of Employ- 
ment on quarterly wage reports will be 
used for individuals who file claims for 
unemployment insurance benefits, some 
employers feel that the state of Missouri 
should join the ranks of those states 
which are on a “Request Reporting 
Basis.” 

Rather wage 
reports listing much processed but ulti- 


than file quarterly 
mately unused information, employers 
can furnish wage information on request 
if a claim for unemployment insurance 
filed. method for re- 
porting wages is currently in use in such 


benefits is This 
states as Michigan, New Jersey, New 
York, Ohio, and the 
degree of employer compliance has been 


and Wisconsin, 
almost unbelievably satisfactory. 
Beginning with the first quarter of 
1958, all employers in Missouri have 
their 
quarterly wage reports the number of 
weeks for which each worker listed on 


been required to indicate on 


the report was paid wages of $15 or 
more. 

In response to many inquiries about 
this matter, the Missouri Department of 
Employment printed and mailed to all 
employers a pamphlet on “Important 
Tips on Reporting Number of Weeks.” 
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Depreciation picture 


accelerated methods, 


Depreciation allowances are governed by 


lations, court decisions and skirmishing 


with the 


continues to change: 


records and salva ge 


by EDWARD H. ROBERTSON 


the interplay of legislation, Treasury Regu- 


Agent. Since depreciation affects 


virtually every business, current trends in this important area are of continuing 


vital interest to every tax man. 


make some correlation of the 


Practitioners, 


in order to advise their clients, must 


complex of forces—laws (frequently inspired by 


interested economic groups), Regulations (not so detailed and rigid as those to be 


found in other areas) and decisions which, like the recent Hertz case, make sweeping 


changes previously established rules. 


stitute 


decision, and the 


pew INTERNAL REVENUE authorities have 
had considerable success in imposing 
their ideas on 


depreciation taxpayers 


and in having taxpayers’ books main- 


tained on the basis of depreciation 


allowed for tax purposes. They have not 


been successful, however, in establish- 
ing the book write-off as a prerequisite 
for deductibility. 

In the early 1920’s the 


partment attempted to impose such a 


Treasury De- 


condition and issued Regulations! which 
required that depreciation claimed for 
tax purposes should be charged off on 
the books as well. This became unwork- 
able,? however, and at the present time 
there is no requirement that book de- 
preciation correspond to tax deprecia- 
tion. Nevertheless, many taxpayers do 
keep their book depreciation in line 
with their tax depreciation, booking any 
adjustments agreed to on examination of 
their returns, merely to avoid the incon- 
venience of maintaining two sets of 
property accounts. 

It is apparently the Commissioner's 
preference that a taxpayer’s book and 
tax depreciation be identical. For in- 
stance under the 1939 Code, before the 
Statute gave the taxpayer a choice of 
specific depreciation methods, the Regu- 
lations provided that “depreciation shall 


Robertson, at the Marquette Tax In- 


, commented on the significance of some recent changes, including the Hertz 


Treasury position on the maintenance of records. 


be recorded on the taxpayer’s books, 


the amount measuring a_ reasonable 
allowance for depreciation either being 
deducted directly from the book value 
of the assets or preferably being credited 
to a depreciation reserve account, which 
should be reflected in the annual bal- 
ance sheet.’ 

These same Regulations went on to 
hold that the books should show the 
tax basis of the assets as well as basis 
yas other than 
March 1, 1913, 


donor's basis, or a_ transferee’s 


adjustments. Where basis 
cost—as, for instance, 
values, 
basis in a tax-free exchange—this in- 
formation had to be detailed. Although 
these instructions as to book treatment 
stated quite positively, a final 
statement pointed out that book treat- 
ment was, within the ex- 
clusive jurisdiction of the taxpayer. “If 
a taxpayer does 
regular books of 


were 
nevertheless, 


not desire to have his 
account show all of 
the factors entering into the computa- 
tion of depreciation allowances,” the 


section concluded, “such factors shall 


be recorded in permanent auxiliary 
records which shall be kept wit) and 
reconciled with the regular books of 
account.” 

Many large companies with a large in- 
vestment in depreciable property have 


adopted this suggested procedure and it 
is not unusual for a corporation to 
keep two different sets of property ac- 
counts—one representing the best esti- 
mate of its accounting and engineering 
capital cost 
should be allocated to various units or 


departments as to how 


periods of production and the other 


representing the cumulative result of 
with 


settling tax controversies. 


negotiations revenue agents in 

The new depreciation methods intro- 
duced in the 1954 Code present an addi- 
tional factor which may cause diverg- 
ences between book and tax deprecia- 
tion. If a taxpayer adopts the declining- 
balance method or the sum-of-the-years- 
digits method for tax purposes and re- 
tains the straight-line method for book 
it is likely that his tax depre- 
ciation deduction will exceed his book 


purposes, 


depreciation charge for several years.4 

The Regulations under the 1954 Code 
are considerably less dogmatic in their 
approach to instructing taxpayers on 
They 
regular books 


maintaining depreciation records. 
provide simply that “the 
of account or permanent auxiliary 
records shall show for each account the 
basis of the property and the de- 
preciation allowances for tax purposes’ 
(emphasis supplied). Even this provision 
some tax- 


may be an imposition on 


payers. Many individuals who claim de- 
preciation in connection with business 
or investment property have no books, 
and their file of retained copies of their 
Federal income tax returns is the only 
record kept of depreciation claimed. 
Presumably these copies would, in the 
aggregate. 
iary records. 


constitute permanent auxil- 

If there are differences between book 
and tax depreciation the Regulations re- 
quire that “permanent auxiliary records 
shall be maintained with the regular 
books of account, reconciling the differ- 
ences in depreciation for tax and book 


purposes.” On first reading this seems 
to be a reasonable rule. It is likely that 
a prudent taxpayer, even if not com- 
pelled by Regulation to do so, would 
maintain a permanent reconciliation so 
that he could readily determine at any 
time where he stood depreciationwise. 
Where careful reconciliations are not 
maintained, serious errors can easily 
creep in. 

It appears, however, that many tax- 
payers are not complying with the “‘per- 
requirement— 
at least not in a manner satisfactory to 


manent auxiliary record” 


the Commissioner. The non-compliance 
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developed to an extent which the Com- 
missioner considered serious enough to 
promulgate a 1958 Revenue Ruling on 
the point.® 


Rev. Rul. 58-306 


\s Rev. Rul. 58-306 outlines the prob- 
lem, it is apparently one of degree. In 
the situations described in the Ruling, 
the taxpayers are generally “able to 
present work sheets from which their 
book depreciation may be reconciled 
with their reported tax depreciation.” 
This, in the view of the IRS, is not 
enough. The Service appears to concede 
circumstances work 


that under some 


sheets might qualify as permanent 
records, but exception is taken to those 
under consideration in the ruling, be- 
cause they fail to meet one or more of 
the following requirements: 

|. The work sheets are not permanent 
in nature. 


2. The 
with 


work sheets are not main- 


tained the regular books of ac- 
count. 

3. The work sheets do not, in them- 
selves, reconcile the differences between 
book depreciation and tax depreciation. 

On the first point, it is unlikely that 
the accounting profession has been at 
fault. Accountants as a group have a 
reputation of never discarding anything; 
and certainly anything as vital in the 
determination of taxable income as the 
depreciation work sheets would be re- 
tained permanently. On the second 
point, however, it is likely that account- 
ants have been the principal offenders. 
\s pointed out in the ruling, “In some 
cases these ‘work sheets’ are kept in the 
same office as the other books of account, 
while in other cases they are prepared 
and maintained by independent ac- 
countants in the office of the account- 
ant.”” Certainly, if the independent ac- 
countant is charged with preparing the 
tax return, he would be likely to retain 
his depreciation work sheets in his own 
office. Many accountants feel their own 
filing systems are more reliable than 
those of their clients and that deprecia- 
tion records retained by the accountant 
are less likely to get lost. If the taxpayer 
wants any information relative to the 
depreciation status, he has only to pick 
up the telephone. This approach to the 
problem, however, is apparently not in 
accord with the Commissioner’s idea of 
having the records “maintained with 
the regular books of account.” 

The Commissioner’s third objection 


involves the question as to who should 


do the work. Where an accelerated de- 
preciation method is adopted for tax 
purposes, the examining agent ordin- 
arily should not need any supplementary 
data in order to satisfy himself as to 
whether it has been properly computed. 
Where there have been sales, trade-ins 
and other retirements in the account, 
however, errors may creep in, and pre- 
sumably the agent would want the re- 
assurance of a continuing reconciliation 
to show that there is no duplication of 
depreciation in the tax returns. 

The ruling is introduced by the cus- 
tomary assertion that “Advice has been 
requested. regarding the question 
of auxiliary records. It seems unlikely 
that a taxpayer would submit a request 
for this type of advice since he stands 
to gain nothing but a bureaucratic ac- 
colade if his method is considered to 
qualify, whereas a negative response 
would put the inquiring taxpayer in the 
position of having to put in some time 
tidying up his permanent auxiliary 
records. It is understood, as might be 
for advice 


inferred, that the request 


originated with more than one dis- 
gruntled revenue agent who complained 
of considerable difficulty encountered in 
reconciling book and tax depreciation. 
The ruling emphasizes that the Com- 
missioner considers this to be primarily 
the taxpayer’s job. In many instances, 
the “work sheets’ submitted to the ex- 
amining agents were apparently little 
more than scraps of paper, and in other 
cases, the taxpayer had no records and 
merely referred the inquiry to the ac- 
countant who prepared the return. 
Under these circumstances, the Revenue 
Service saw fit to take the position that, 
for efficient operation of agents in the 
field, some type of permanent auxiliary 
record must be maintained, showing the 
computation of depreciation claimed on 
the tax return and reconciling differ- 
ences between book and tax depreciation 
reserves. 

It is difficult to set forth detailed 
specifications for the records, because of 
varying circumstances, but the Service is 
attempting to establish a minimum 
standard in order that the records will 
be adequate to permit an orderly exam- 
ination. 

It is significant that the ruling avoids 
such terminology as “working papers,” 
since it seems likely that working papers 
of the type prepared by independent 
accountants on an audit engagement 
may meet the Commissioner’s require- 
ments as to record keeping. If the tax- 
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[Edward H. Robertson is a CPA and a 
manager in the Tax Department of the 
) 


Chicago office of Price Waterhouse & 
Co.] 





payer's tax working papers, assembled in 
connection with the preparation of the 
return, are sufficient to permit the com- 
pany’s auditor to reconcile the depre- 
ciation reserves, they will probably sat- 
isfy the Commissioner. If the auditor 
computes the depreciation as a part of 
his engagement, his working papers re- 
conciling the reserves under the two 
methods should probably be photo- 
copied or left behind, so as to be kept 
with the regular books of account. 

situation 


In the ordinary involving 


a corporation or partnership the re- 
conciliation record in itself should not 
be troublesome. If systematic continu- 
ing schedules are kept, on which the 
annual depreciation is calculated, the 
reconciliation between the book and 
tax depreciation reserves should be the 
aggregate of the partnership or corpora- 
tion “Schedule M adjustments” involvy- 
ing the properties concerned (generally 
the sum of the differences in the annual 
depreciation charge reduced by the basis 
differences in respect of assets that have 
been retired). 

It might be pointed out that usually 
the permanent auxiliary records would 
be much more understandable and easier 
to work with if they didn’t have to be 
stretched, modified, or adjusted regu- 
larly to give effect to adjustments made 
at the insistence of the IRS. A reconcil- 
ing schedule designed to accommodate 
and bring up to date retroactive Rev- 
enue Agent adjustments is necessarily a 
fairly intricate document. If the Agents 
could see fit to accept the taxpayer's de- 
preciation deduction initially, they per- 
haps would not encounter reconciling 
difficulties later on. 


150% declining-balance—1946 and prior 


An interesting phenomenon arising 
out of the statutory recognition of ac- 
celerated depreciation methods has been 
the awakened interest in a method re- 
ferred to as 150% 
blessings of the IRS were publicly be- 


declining-balance. The 


stowed on the use of this method in a 
situation involving an apparent conflict 
between the Service (then the Bureau of 
Internal Revenue) and another admin- 
istrative agency of the Government in 
1946. In recent years, however, its ap- 
plication has apparently been extended. 

The declining-balance principle, ‘in- 





o°o 
929 ° 
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volving as it does the absorption of the 


largest depreciation charges in the 
earliest years of an asset’s life, has merits 
which have long been recognized by 


accounting scholars. The traditional de- 


clining-balance method, however, in- 


volves a scientific determination of the 
annual rate. The rate is established by 
reference to the estimated service life 
and the estimated salvage value at the 
end of such life. By use of an algebraic 
computation,? the scientific declining 
balance rate can be determined. 

It would be impractical, however, to 
require taxpayers to work with such a 
dificult formula and a table develop- 
ing such rates by reference to the three 
variables would be extremely cumber- 


some. Hence, the declining-balance 
method set forth in the 1954 Code repre- 
sents a highly practical solution wherein 
a taxpayer is permitted to set his own 
declining-balance rate at a “rate not ex- 
ceeding twice the rate which would have 
been used had the annual allowance 
been computed under (the straight-line 
method).”’8 In its 1946 ruling, the Serv- 
ice similarly ignored the algebraic ap- 


proach when it authorized declining- 
balance depreciation at a rate not ex- 
ceeding 150% of the straight-line rate. 
The 150% declining-balance method 
was originally publicized in a letter from 
Wilson 


Wyatt, Housing Expediter with the Na 


the Acting Commissioner to 


tional Housing Agency under date of 


1946.9 


ws trying to stimulate the construction 


August 30, The housing agency 
tw) 5 > 


of moderately priced rental housing fo1 
demobilized veterans and their families 
under the Veterans’ Emergency Housing 
Program and the expediter felt that the 
allowance of depreciation at a faste1 
rate in the earlier years in the life of the 
property for Federal income tax pur- 
poses would help in accomplishing his 
program. It was on the basis of this feel- 
ing of the expediter that faster deprecia- 
tion would serve as an additional in- 
centive to private capital to come into 
the program, that the Acting Commis- 
sioner acquiesced and agreed to accept 
declining-balance depreciation at 150% 
of the normal straight-line rate. There is 
that the 


no indication in the letter 


1 See, for instance article 169 of Regulations 69. 

* The Commissioner finally conceded in July 1929 
when he issued ITU order 1921. The Regulations 
were subsequently revised. 

* Regulations 118 Section 39.23 (1) -9. 

*The American Institute of Certified Public Ac- 
countants has recently issued a research bulletin 
setting forth the procedure required for proper 
accounting for the reduction in income tax when 
the company for which financial reports are be- 
ing prepared uses an accelerated method of com- 
puting depreciation on its tax returns and an- 
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method 
would clearly reflect the income of the 


Service believed that such a 
taxpayers involved, although perhaps 
that is implicit in the Acting Commis- 
sioner’s action. 

The letter suggested, however, that 
the 150% declining-balance method was 
not new. As a basis for the decision, it 
was pointed out that “The Bureau has 
recognized and approved .. . the use of 
the declining-balance method of account- 
ing for depreciation with the condition 
that the applicable 
150% 
straight-line rate.” The implication here 


declining-balanc« 
rate not exceed , of the normal 
is that, in some specific prior situations, 
the IRS had agreed that 150% declining 
balance was appropriate. 

The Acting Commissioner was prompt 
National Housing 
Agency Release No. 583 dated Septem- 
ber 4, 1946,1° in which the expediter an- 


ly misquoted. In 


nounced this “strong, new” tax incen- 
tive, the ruling was quoted as saying 
“The Bureau of Internal Revenue recog- 
nizes and approves the use of the de- 
clining-balance method. . . .” suggesting 
that in the view of the Acting Commis- 
sioner the method was universally ac- 
ceptable. 
Apparently the misquotation was 
cleared with the Service because, in that 
same month, the Service issued IT 38181! 
in which it announced that the declin- 
ing balance depreciation method had its 
wholehearted approval. The ruling speci- 
fied, however, that the method would be 
approved, “provided it accords with the 
method of accounting regularly em- 
ployed in keeping the books of the tax- 
payer.” If this was an attempt by the 
Commissioner to reinstate the condition 
abandoned in 1929 that, to be deduct- 
150% declining-balance deprecia- 
tion had to be booked, there is little in- 
dication that he has pursued the point. 


ible, 


The current ruling on permanent auxil- 
iary depreciation records!? and the de- 
preciation Regulations do not indicate 
that the Commissioner’s requirements 
as to book treatment are stricter with 
regard to 150% declining-balance than 
they are for other depreciation methods 
which may be adopted for tax purposes. 

The letter addressed to the Housing 


other method, producing a lower depreciation 
expense, for financial reports. See 9 JTAX 275. 
5 Regulations Section 1.167(a)-7(c). 

® Rev. Rul. 58-306. IRB 1958-25, 15. 


7 Which may be expressed as R = 1 — y/'s 


Cc 


(where R equals the declining balance rate, C 
equals the asset cost, Y equals the service life in 
years and S equals the estimated salvage value). 
5 Section 167(b) (2) IRC. 


Expediter further indicated that a de- 
preciation method was considered by the 
Service to be, in effect, a method of ac- 
counting and taxpayers were not free to 
change from one to another. Taxpayers 
filing a first return (which apparently 
meant taxpayers filing a return in which 
depreciation was for the first time a 
factor in the determination of income) 
were free to adopt 150% declining-bal- 
ance. 

Other taxpayers who had _previous- 
method 
had to request permission to change to 
150% 


with the rules set forth in the Regula- 


ly adopted the straight-line 


declining-balance in accordance 
tions fer a change of accounting method 
(application to be filed during first 90 
days of the taxable year). Further, the 
taxpayer did not have the option to 
apply 


declining-balance only to the 


assets he might select. Permission to 
change would be granted only if the 
method were made applicable to all of 
the taxpayer’s depreciable property in- 
cluding old as well as newly acquired 
property. 

This was brought out fairly clearly in 
IT 3818: 

“It is held 


balance method and other methods of 


that the declining- 


computing depreciation are methods of 
accounting, for a change in the use of 
which, for Federal income tax purposes, 
the Commissioner’s consent must first 
be obtained as prescribed in Section 
29.41-2 of Regulations 111.” 

Apparently this condition dampened 
much of the enthusiasm which might 
otherwise have 


been aroused for the 


use of the declining-balance method. 


There is no indication that any sub- 
stantial number of taxpayers attempted 
to obtain permission for the use of the 
method and apparently the Commis- 
sioner’s office saw no need to make any 
further comment on the point. 


The 1954 Code 

The depreciation provisions of the 
1954 Code, as amplified by the related 
Committee Reports, had a major im- 
pact on tax depreciation concepts. New 
depreciation methods were specifically 
provided for; there was to be an in- 


* Reproduced in volume 4 of The Commerce 
Clearing House 1946 Standard Federal Tax Ser- 
vice, paragraph 6273. 

10 Reproduced in volume 4 of The Commerce 
Clearing House 1946 Standard Federal Tax Ser- 
vice, paragraph 6272. 

11 1946-2 CB42. 

12 See footnote 6. 

18 Regulations Section 1.167 (b)-0(c). 

144 The details of this new law were explained at 
9 JTAX 206. 

15 Section 167(a) IRC. 
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creased emphasis on salvage; and de- 
preciation accounting was to undergo 
some changes. Undoubtedly, it is the 
changes in prescribed tax accounting 
relative to depreciable property which 
are responsible for the renewed interest 
in 150% declining-balance depreciation. 
Under the 1954 Code a depreciation 
method is still considered to be an “ac- 
counting method” within the statutory 
meaning of that term. A taxpayer is 
free, however, to apply a depreciation 
method to each item of property or to 
each property account at the time that 
the item or account first becomes sub- 
ject to depreciation in his hands, re- 
gardless of the methods which he has 
used with respect to other property. The 
requirement set out in IT 3818, that all 
of the taxpayer’s property must be 
written off under the same depreciation 
method, has been removed. As expressed 
in the current depreciation Regulations: 
“In the case of item accounts, any 
method which results in a reasonable 
allowance for depreciation may be se- 
lected for each item of property, but 
such method must thereafter be applied 
consistently to that particular item. In 
the case of group, classified, or composite 
accounts, any method may be selected 
for each account. Such method must be 
applied to that particular account con- 
sistently thereafter but need not neces- 
sarily be applied to acquisitions of simi- 
lar property in the same or subsequent 
vOCarsS. « « 713 
Thus, under the 1954 Code the adop- 
tion of a depreciation method repre- 
sents a choice of accounting method only 
with respect to the particular property 
account involved. Any subsequent acqui- 
sition may be accounted for separately 
and depreciated as the taxpayer sees fit. 
In the Small Business Tax Revision 
Act of 1958 Congress gave limited recog- 
nition to a depreciation idea which has 
frequently been advocated as an effective 
stimulant for expansion. For taxable 
years ending after June 30, 1958, vir- 
tually all businessmen are granted an 
additional $2,000 depreciation deduction 
on fixed asset acquisitions. The new pro- 
vision is aimed at assisting small busi- 
nessmen, but is applicable to everyone, 
and in any year that new or used fixed 
assets having a useful life of six years 


or more, not including real property, 


are acquired for use in a trade or busi- 
ness, or for the production of income, a 
20% supplementary depreciation allow- 
ance is authorized in addition to what- 
ever other depreciation deductions are 


taken. The 20% is limited, however, to 
$10,000 worth of property ($20,000 in 
the case of a joint return) and, if the 
taxpayer than that 
amount, he may select the property to 


acquires more 
which he wants his supplementary al- 
lowance to apply.14 Apparently it was 
intended that the $2,000 
shaved off the top of an asset’s cost with- 


would be 


out regard to salvage and that the bal- 
ance would in effect, be considered its 
cost for depreciation purposes. Conse- 
quently for companies of any size this 
appears to be a $2,000 capital cost al- 
lowance given to anybody who invests in 
Such 
allowances, bearing no relationship to 


depreciable _ personal property. 
useful life, obsolescence, etc., have fre- 
quently been recognized in the tax laws 
of other countries, principally as an 
incentive to expansion. 


New and used property 


Leaving out of consideration property 
which might qualify for the special first- 
year depreciation under the 1958 Act 
for depreciation accounting purposes, a 
taxpayer’s depreciable property might 
be classified in three groups: 

1. Property acquired prior to 1954. 

2. New property acquired after 1953. 

3. Used property acquired after 1953. 

Under the holding of IT 3818 the 
pre-1954 property must be depreciated 
under the same method in use prior to 
1954 unless permission to change is ob- 
tained. New property acquired in 1954 
or later qualifies for the statutory ac- 
celerated methods and may be depre- 
ciated under whatever method is selected 
by the taxpayer. 

Used property acquired after 1953 
does not qualify for the accelerated 
methods. The depreciation allowance for 
used property must qualify under the 
general rule that ‘““There shall be allowed 
as a depreciation deduction a reasonable 
allowance for the exhaustion, wear and 
tear .. . of property used in a trade or 
business.”15 The only method specified 
in the Code as automatically qualifying 
under this rule, in the case of used prop- 
erty, is the straight-line method. 

It was perhaps to be expected, there- 
fore, that taxpayers, having become un- 
16 IRB 1957-31, 9. 

17 Section 167(e) IRC. 

18 Rev. Rul. 57-510 IRB 1957-44, 15. 

1 Regulations Section 1.167(b)-0(a). 

26 Regulations 118 Section 39.23(1)-1. 

*1 83rd Cong., 2d Sess., S. Rep. No. 162 (1954) 
page 201. 

22 Ibid, page 206. 

* Regulations Section 167(a)-1(c). 

* DC Del., 7/17/58. 

2 Section 1231 IRC. 


26 Regulations Section 167(a)-1(c). 
7 Taxes—February, 1958, page 98. 
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shackled from depreciation methods used 
in the past, and having been exposed to 
the tax deferment possibilities inherent 
in the application of the accelerated 
methods to new property, would at- 
tempt to find a way to step up the write- 
off of used property acquisitions. It ap- 
peared that there might be a possibility 
that the 150% declining-balance, since 
it had been recognized and approved by 
the Service under the 1939 Code, might 
be an appropriate vehicle for accomp- 
lishing this objective. 
Used property since 1954 

In Rev. Rul. 57-35216 the IRS as- 
With property ac- 
quired prior to 1954, the ruling reiterates 
that the 


sented. respect to 


method employed prior to 
that year had to be followed unless per- 
mission to change is obtained. For tax- 
able years ending after December 31, 
1953, however, the ruling permits a tax- 
payer to adopt 150% declining-balance 
for used property acquisitions, provided 
the election to use such method is made 
in the tax return for the first year in 
which the property is subject to the 
allowance for depreciation, and _pro- 
vided the method results in a reason- 
able depreciation allowance. 

It should be pointed out that 150% 
declining-balance is automatically avail- 
able for new property acquired after 
1953 having a useful life of three years 
or more. This property qualifies for 
method (2) set forth in Section 167(b) 
of the Code which is described as “the 
declining-balance method, using a rate 
which 
would have been used had the annual 


not exceeding twice the rate 
allowance been computed under (the 
150% of 
the straight-line rate is less than twice 


straight-line method).” Since 


the rate, a taxpayer most of whose 
asset acquisitions were in used property 
could, for convenience, apply a rate of 
150% of the straight-line rate to all of 
his post-1953 acquisitions. It should be 
noted, however, that double declining- 
1954 Code is at- 


tractive to many taxpayers because it 


balance under the 
carries with it the right to switch to 
straight-line at any point in the life of 
the asset.17 Declining-balance for used 
assets at the 150% rate does not have 
this attribute. The Commissioner has 
ruled that a change from 150% declin- 
ing-balance to straight-line may be made 
only with his consent.18 

Moreover, Rev. Rul. 57-352 imposes 
no useful iife limitation on the applica- 
tion of 150% declining-balance to used 
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property. It may be applied to used 
property with a useful life of less than 
three years. The ruling quotes with ap- 
proval parts of the 1946 ruling, includ- 
ing the requirement that the declining- 
balance method will be approved pro- 
vided it accords with the taxpayer’s 
books. Since this condition is not men- 
tioned in the conclusion of the ruling, 
however, where other conditions are 
specified, it does not appear to be of 
any particular significance. 


Salvage value 

Perhaps the major uncertainty en- 
countered in dealing with depreciation 
under the 1954 Code involves the ques- 
tion of salvage value. There is nothing 
particularly new in the application of 
The statement in 
that 
should be in “such amounts as may be 


the salvage concept. 
the Regulations! depreciation 


necessary to recover the unrecovered 
cost or other basis less salvage during 
the remaining useful life of property” 
is not particularly controversial from the 
point of view of sound accounting. 
Moreover, it does not appear to differ 
materially from the salvage requirement 
in the 1939 Code Regulations?® where 
it was provided that depreciation “‘is that 
amount which should be set aside for 
the taxable year in accordance with a 
reasonably consistent plan . . . whereby 
the aggregate of the amounts so set 
aside, plus the salvage value, will, at 
the end of the useful life of the de- 
preciable property, equal the cost or 
other basis of the property.” 

It seems clear that the increased con- 
cern over the salvage factor in comput- 
ing depreciation under the 1954 Code 
results from increased emphasis on the 
point by Congress and, apparently as a 
result, by the This 


emphasis first turned up in the Com- 


Service. increased 
mittee Reports accompanying the 1954 
Code and it is even more evident in the 
depreciation Regulations subsequently 
issued. 

There is no clear indication as to why 
the tax-writing chose to 
emphasize salvage in their reports ac- 


committees 


companying the 1954 Code. Possibly 
they felt that statutory recognition of the 
declining-balance method required some 
mention of salvage value in the com- 
mittee report specified that under the 
posed to the straight-line method, car- 
ried with it a built-in salvage feature. 
In any event the Senate Finance Com- 
mittee report specified that under the 
straight-line method and under the sum- 
of-the-years-digits method the cost was 
to be reduced by the estimated salvage 
value before applying the proper depre- 
ciation factor or rate; but with respect 
to the declining-balance method it was 
provided that “since under this method 
at the expiration of useful life there re- 
mains an undepreciated balance which 
represents salvage value,” the declining- 
balance rate could be applied directly 
to cost.21 If, however, the taxpayer at 
any time exercised his option to switch 
from declining-balance to straight-line, 
the report provided that he must at that 
time “estimate a realistic salvage value.’’22 

The Regulations affirmed all of these 
provisions relative to salvage and in 
addition the Commissioner superim- 
posed a further over-all limitation that 
“in no event shall an asset (or an ac- 
count) be depreciated below a reason- 
able salvage value.”23 Since a proper 
mechanical application of either the 
straight-line method or the sum-of-the- 
years-digits method would automatically 
provide for the termination of deprecia- 
tion deductions when salvage value was 
reached, this over-all 


limitation could 


apply only to the declining-balance 
method. This is tacitly recognized in 
1.167(b) of the Regulations 


where a description of the operations of 


Section 


each of the three methods is set forth. 
Only in Section 1.167(b)-2 dealing with 
declining-balance is the Commissioner’s 
limitation repeated. 


The Hertz case 


As was anticipated at the time of the 
enactment of the 1954 Code, the in- 
creased emphasis on salvage value has 
not escaped the attention of Internal 
Revenue Agents examining income tax 


returns. Many taxpayers have been 
faced with a proposed adjustment in- 
volving a reduced depreciation deduc- 
tion resulting from a computation by 
the agent in which salvage value is 
recognized. At least one taxpayer has 
balked, however, and although litiga- 
tion under the 1954 Code is just be- 
ginning to trickle through the courts, 
this taxpayer has had a trial and a de- 
cision, which hold some promise for 
others whose depreciation is challenged. 

The ubiquitous lessor of cars and 
trucks, the Hertz Corporation, acting in 
the capacity of successor by merger to J. 
Frank Connor, Inc., successfully over- 
turned in the Delaware district court?4 
the provision of the Regulations men- 
tioned above which attempted to impose 
a salvage value floor on declining-bal- 
ance depreciation. 

The case involved depreciation de- 
ductions with respect to cars and trucks 
which the taxpayer held for rental to 
the public. The taxpayer had elected to 
use the declining-balance method in 
computing depreciation and in so do- 
ing had written down the carrying value 
of the vehicles to a point which, in 
many cases, was substantially below the 
value at which the used vehicles could 
be sold. Since the taxpayer was required 
by compétitive conditions to replace the 
cars and trucks regularly in order to 
have up-to-date equipment available, the 
written-down fleet of used cars could be 
sold at a substantial gain which qualified 
as capital gain.25 The Treasury Depart- 
ment attempted to minimize the capital- 
gain opportunities by insisting that de- 
preciation deductions be halted as soon 
as the cost of an asset was written down 
to “salvage” value, which it considered 
to be the value at which 
sold. 


it could be 


The taxpayer's decision to employ the 
declining-balance method proved to be 
a fortunate The court held, in 
effect, that the limitation imposed by the 
Regulations that an asset shall not be 
depreciated below its salvage value had 
no application. In support of this con- 
clusion the court cited the statement in 
the Senate Committee report, quoted, 
in part, above that, under this method, 
there remains an undepreciated balance 


one, 


which represents salvage value. 


The Hertz case is not quite so lenient 
on taxpayers employing other deprecia- 
tion methods. Although no decision on 
the point was required because the tax- 
payer had had the foresight to stick 
with declining-balance, nevertheless there 
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is an implication that the court would 
have been sympathetic with the Com- 
missioner in his attempt to impose sal- 
vage values in order to minimize capital- 
gain opportunities had other deprecia- 
tion methods been employed. 

The court noted the history of the 
concept of “salvage value’ which over 
the years had come to mean scrap value 
of the remainder left in the asset when 
it was worn out. It was this scrap value, 
said the court, which taxpayers had 
made a practice of deducting from the 
cost of the asset when spreading depre- 
ciation deductions. The new Regula- 
tions (Section 167(a)-1(c)), however, de- 
fine salvage value as the amount “which 
is estimated will be realizable upon sale 
or other disposition of an asset when it 
is no longer useful in the taxpayer’s trade 
or business.” 

Thus, in the Commissioner’s view, 


salvage value is the estimated resale 
value when the asset is no longer useful 
to the taxpayer and consequently, if de- 
preciation may not be claimed below 
that point, except for errors in estimates 
or changing price levels, there should be 
no gain or loss on normal fixed asset dis- 
positions. 

It should be noted that this approach 
also involves a revised notion of what 
constitutes “useful life.” As pointed out 
in the Hertz decision, the term “useful 
life’ over the years had come to mean 
the whole physical life of the asset. The 
(Section 167(a)-1(b)) 
hold that useful life is the period “over 


new Regulations 


which the asset may reasonabiy be ex- 
pected to be useful to the taxpayer in 
his trade or business.” 

The court, in effect, upheld this 
change in the concept of useful life as 
introduced in the Regulations. Because 
the taxpayer was on the declining-bal- 
ance method, there was no need for the 
court to pass on the new concept of 
salvage value” although there is a 
strong implication that it would have 
consented to this change also, although 
without retroactive effect, since it is con- 
sistent with the new concept of “useful 
life 

lo some extent, salvage value is a 
state of mind. There is no requirement 
that it be recorded on the books of 
account or on the permaneni auxiliary 
records. Rather it is merely to be recog- 
nized when computing the depreciation 
deduction. For example, if an asset cost 
$100, ‘an annual depreciation charge of 
deductible 


$4 would be using the 


straight-line method if, for instance, any 


of the following combinations prevailed: 

1. 25-year life and no salvage value. 

2. 26-year life, no salvage value and 
an estimated cost of removal of $4. 

3. 23-year life and $8 salvage value. 

All that would show on the books 
would be cost of $100 and a $4 annual 
depreciation charge. It would be up to 
the taxpayer to demonstrate upon exam- 
ination that, in arriving at the annual 
depreciation charge, he had followed 
the rule in the regulations that “salvage 
must be taken into account in deter- 
mining the depreciation deduction.”?6 
This may be done by a reduction in the 
amount subject to depreciation or by a 
reduction in the rate. Hence, if an asset 
has a 23-year life and an estimated sal- 
vage value of 8% (as shown in example 
3 above), the depreciation could be 
computed by multiplying cost less sal- 
vage by 1/23 or by multiplying cost by 
the reduced rate of 1/25. 

Example 2 above indicates a situation 
which may be described as “negative sal- 
vage’”” where estimated cost of removal 
at the end of an asset’s useful life ex- 
ceeds the expected proceeds from sale. 
The Regulations appear to permit tax- 
payers at their election to recognize 
negative salvage either by taking it into 
account in the depreciation rate or 
by charging it off at the time of removal, 
as long as the taxpayer is consistent. 
The Regulations refer to net salvage as 
salvage reduced by the costs of removal 
and hold that the taxpayer may use 
either “salvage’’ or “net salvage” in de- 


termining depreciation allowances. 


Capital gain on disposition 


Probably the principal factor influenc- 
ing the Service to give added emphasis 
to the question of salvage is Section 1231 
of the. Code, which permits a taxpayer 
who plans his fixed assets dispositions 
properly to treat his gains as capital 
gains and his losses as ordinary losses. 
The section provides that each year the 
gains and losses shall be aggregated. If 
the aggregation produces a net gain, it 
is a capital gain. If the aggregation is 
a loss, it is an ordinary loss. A_tax- 
conscious taxpayer may make a survey 
of his fixed assets toward the end of the 
taxable year to determine which ones are 
to be disposed of. Alternate years can be 
selected as “loss years” or “gain years.” 
The assets on which there is an an- 
ticipated loss will be sold, for instance, 
prior to the end of the “loss year’ and 
those on which there is an expected gain 
will not be sold until the beginning of 
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the next year which will be a “gain 
year.” 

The apparent intent of the section, 
which was first enacted in 1942, was to 
give capital-gain recognition to the 
historic increase in values of real estate 
and other fixed assets resulting prin- 
cipally from inflation. While concededly 
the section does not accomplish com- 
pletely the objective of taxing the in- 
flation profit, if any, on the sale of a 
fixed asset at capital-gain rates and the 
balance of the profit (or loss) at ordinary 
income rates, it is an attempt to recog- 
nize such a distinction. Because of the 
opportunities for tax planning, however, 
the Service has been concerned with the 
possible abuses. 

In general the businessman is likely 
to be confronted with a salvage problem 
in only limited areas generally involv- 
ing mobile or portable assets having a 
reasonably active resale market, Sales- 
men’s autos offer one example of this. If 
a company turns over its fleet every 
three years, it has opportunities for sub- 
stantial capital gains. Assume a_ useful 
life in the hands of the taxpayer of 3 
years and an average resale value at the 
end of that time of one-third of the 
original cost. By use of the double de- 
clining-balance method, the car will be 
written down at the end of its three- 
year life to about 4% of cost. Since the 
value at that date will be about 33% 
of cost, a capital gain on resale of about 
299, of the 


realized, if the Hertz decision 


original cost would be 
is sus- 
tained. It would be essential, of course, 
to demonstrate that the taxpayer's exper- 
ience indicated that cars were used for 
at least three years. If the useful life in 
the hands of the taxpayer were less than 





Will the Tax Court go along with 
the District Court on the Hertz rule? 


THE QUESTION of the use of accele- 
rated depreciation by car rental or- 
ganizations, on which the district 
court of Delaware recently ruled in 
the Hertz case, is now before the 
Tax Court also. (Brown Drive-UR- 
Self, Inc., Docket No. 71467). 

In this case the Commissioner is 
contending that the taxpayer may 
not use the declining-balance 
method of depreciation because the 
cars and trucks which it rents have a 
useful life in its business of only 
two years. 
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three years, he would not qualify for 
declining-balance would be 
fronted with the straight-line rule that 
the asset could not be depreciated below 
its estimated salvage value. 

With 


those which are not movable, the salvage 


and con- 


longer-lived assets, especially 
problem may be somewhat academic. In 
the past it has frequently been the prac- 
tice of taxpayers to ignore salvage on the 
ground: 

1. That the useful life applied in com- 
puting depreciation was to some extent 
an estimate which involved some limited 
consideration of salvage, or 

2. That the expected cost of removal 
might offset to a large extent any po- 
tential salvage value. 

This practice of ignoring salvage has 
been recognized by the Treasury De- 
partment and frequently condoned. For 
instance Mark Taynton of the Service's 
Engineering and Valuation Branch, in 
an article published earlier this year 
wrote as follows: 

“Although the Regulations say that 
salvage must be considered in the de- 
termination of depreciation, there are a 
number of ways this can be done. If 
salvage is actually nominal, as for exam- 
ple where costs of breaking up and re- 
moving are usually about equal to the 
salvage received, adjustment of depre- 
rates would be an 


ciation unnecessary 


refinement. Particularly in such cases 
where receipts from sales of salvage are 
reported as normal credits to income, 
adjustments to reflect salvage in the de- 
preciation rates would serve no useful 
purpose.’’27 

Mr. that the 
views stated were his own and not those 


Taynton emphasized 


of the Service. 


The Service has not been too per- 
suasive in its attempts to influence Con- 
gress that something should be done 


about fixed-asset capital gains. The sec- 


tion has remained substantially un- 
changed since 1942. 
the Heriz Service’s efforts to 
correct the situation were desultory. The 


opinion points out that the Service tried 


\s pointed out in 


case, the 


to persuade Congress to enact more 
stringent legislation and to persuade the 
courts that the gains on sales should be 
ordinary income, and was unsuccessful 
in both efforts. 

It looks as if recognition of salvage 
value may hold the solution which the 
Commissioner has been seeking. By re- 
quiring the recognition of salvage, he 
can reduce the amount of depreciation 
claimed over the asset’s useful life and 
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minimize the capital-gain opportunities. 

If the Hertz doctrine is sustained, 
however, the, taxpayer may offset the 
Commissioner’s offensive with one of his 
On future acquisitions he can 
adopt declining-balance for all of his 


Own. 


asset acquisitions and give no further 
heed to the salvage problem. Declining- 
balance has a “built in” salvage value 
and, once a depreciation rate has been 
established, no further consideration of 
salvage is required. x 


Tax opportunity in using the Hertz rule 


of useful life with declining balance 


i ips NEW (June 30, 1956) definition of 
useful life (expected use in the tax- 
payer’s business), plus the no-salvage 
rule in computing declining-balance ac- 
celerated depreciation, offers taxpayers 
a unique opportunity to establish, by 
their own experience, fairly short lives 
for depreciable property used in their 
business and, after accelerating depre- 
ciation, to get tax basis below salvage 
value and realize the difference as capi- 
tal gain. Thus, while the Hertz case, up- 
holding the new definition of useful life, 
was a victory for the Commissioner, it 
was by no means a defeat for all tax- 


payers. 
The Hertz case is the first of those 
testing the new regulations to reach 


decision. The regulation at issue, Section 
1.167(a)-1(b), was a significant change 
from the useful life rule applicable 
under the 1939 Code. For a long time 
useful life had been interpreted as the 
period of time during which the prop- 
erty could be used economically, irre- 
spective of any special application to a 
taxpayer's business. Then, in an attempt 
to cut down on accelerated depreciation 
and large capital gains on quick-turnover 
prestige items, the Commissioner, in new 
Regulations adopted in June, 1956, de- 
life of property as the 
period during which the property would 


fined useful 
ordinarily be used by the taxpayer in 
his business, as determined by reference 
to the taxpayer’s experience with similar 
property and other considerations. 

The district court held (Hertz, DC 
Del., 7/17/58) that the Commissioner 
had reasonably interpreted the law, and 
upheld his definition of useful life, but 
stated that it could not be applied retro- 
actively, since it represented an adminis- 
trative change from a long-standing rule. 


The court also held that salvage value 
under the declining-balance method of 
depreciation is automatically taken into 
consideration when that method is used 
(a residual value is always present as the 


by JARED H. RICHTER 


declining balance is never zero), and no 
further salvage value need be consid- 
ered. 

The net effect of the court’s decision 
is to limit, after June 30, 1956, the ap- 
plication of accelerated depreciation 
methods to property normally held by 
the taxpayer for a period of three years 
is re- 
versed, salesmen, car rental agencies and 


or more. Thus, unless the case 
others who normally turn over their 


automobiles every one to two years 
must use the straight-line method of de- 
preciation and take into consideration 
salvage valuc, estimated when the prop- 
erty is acquired. 

However, the Commissioner’s attempt 
to plug a lucrative tax loophole for one 
class of taxpayers may have opened the 
gates for yet another class of taxpayers. 
Is it not conceivable that a taxpayer, 
corporate or individual, could purchase 
new long-lived property and then after 
four or five years have a good business 
reason to sell it in order to eliminate be- 
coming involved in time-consuming and 
costly repairs? This then would establish 
a relatively short useful life and, when 
taxpayer purchased a replacement, he 
could use the declining-balance method 
of depreciation for the short life and 
without allowance for salvage value. 

For example, let us take an extreme 
example of expensive machinery ex- 
pected to have a normal life of about 
15 years and costing $80,000. The unit 
is unsatisfactory in that constant break- 
downs occur and, after five years, tax- 
payer sells it and replaces it with a 
similar unit, but a different manufac- 
model. It, too, costs $80,000. 
With a five-year useful life, depreciation 


turer or 


under the declining-balance method 
would be as follows: 
Ist year $32,000 
ee eae ne 19,200 
3rd year 11,520 
ee ae 6,912 
See. 2. gd tices 4,147 
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At the end of five years, the net book 
value would be $6,221 for the machin- 
ery. Assuming sale at the end of five 
years for $40,000, there would be a Sec- 
tion 1231 capital gain of $33,779. Nego- 
tiation of the sale on an installment 
basis can spread the taxable capital gain 
over the next five-year period. Mean- 
while, accelerated depreciation on still 
another replacement during at least the 
first three years would reduce operating 
income. 

If the Hertz case stands and, if the tax- 
with 
similar property, establish a relatively 


payer can, through experience 
short useful life, significant savings in 
after-tax dollars could result through 
utilization of the declining-balance 


method of depreciation. 


IRS attacks illegal rebates; 
arguing public policy? 

Tue IRS ts stmt denying a deduction 
for milk rebates, circumventing fixed 
prices. (Gustafson’s Dairy, Inc., Docket 
No. 72767) This is so, although the Tax 
Court has decided this issue favorably to 
the Pittsburgh Milk 
case, 26 TC 707 (1956), on the theory 
that the rebate allowances which made 


the taxpayer in 


the effective sales price less than the 
minimum price prescribed by the state 
were reductions of gross sales price. The 
Tax Court thus differentiates these re- 
bate cases from those in which the issue 
is allowable business expenses; it recog- 
nized that to permit rebates to be de- 
ductible as ordinary and necessary busi- 
ness expenses would frustrate state pol- 
icy. Apparently the IRS thinks the dis- 
tinction is highly artificial. 

Perhaps the recent Supreme Court de- 
cision in Tank Truck Rentals, Inc. (Sp. 
Ct. 3/17/58, affg. 242 F.2d 14) wherein 
the Court held that fines for overload- 
ing trucks are not deductible, whether 
the overloading be intentional or inno- 
cent, because such would frustrate state 
policy, has encouraged the Service to liti- 
gate the milk rebate situations again. * 


Accountant-executor allowed 
hourly fees plus commissions 


PREPARATION OF TAX and other reports 
for an estate containing a variety of in- 
come-producing properties may require 
a considerable amount of highly-skilled 
accounting work. When the executor is 
professionally equipped to do this work, 
may he charge the estate a fee for it? 

A recent New York case presented the 


interesting situation of an accountant 
who had been named one of three 
executors under a will. In addition he 
was employed by the executors on an 
hourly-fee basis to do the accounting 
work for the estate. The question liti- 
gated was whether he was entitled to 
these hourly fees in addition to his sta- 
tutory commission as executor. The Ap- 
pellate Division of the Supreme Court 
allowed him the fees (Tuttle, 4 AD 2d 
310). It was argued that, by acting as 
both executor and accountant, he vio- 
lated the rule against self dealing. The 
court thought the action proper, point- 
ing to the specific provision allowing an 
attorney-executor both legal fees and 
commissions. It saw no reason for a 
different rule for accountants. 


A 


New decisions 





Interest in building acquired on promise 
not to sell stock is a capital asset 
[Non-acquiescence]|. Friction arose be- 
tween stock- 
holders as to the management and opera- 


taxpayer and two other 


tion of their corporation. One of the 
stockholders entered into an agreement 
with taxpayer whereby he agreed to 
convey to taxpayer an interest in certain 
property in consideration for taxpayer's 
promise not to sell his stock to the 
other stockholder. The Tax Court found 
the Commissioner erred in denying that 
taxpayer had an interest in the real 
estate. When the building was sold a 
year later to the corporation, taxpayer 
was held to have realized long-term 
capital gain upon receipt of his share of 
the proceeds. There was no merit in the 
Commissioner’s argument that the funds 
were a dividend from the corporation. 
Tully, 28 TC 265, non-acq. IRB 1958- 
37, previous acquiescence withdrawn. 


Property leased with purchase option 
deemed held primarily for sale. Tax- 
payer corporation was in the business of 
manufacturing sawmill equipment and 
machinery, and erecting complete plants. 
Experimental work was done in con- 
structing a which, 
upon completion, was leased to an in- 


portable sawmill 
dividual with an option to purchase. In 
view of the option incorporated in the 
lease, the court finds that, at the time 
the lease was executed, an ultimate sale 
was contemplated. The property was, 
therefore, held for sale in the ordinary 
course of taxpayer’s business, and the 
gain realized upon sale on exercise of 
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the option by the lessee is taxable as or- 
dinary income. Furthermore, the in- 
itial payment of $15,000 designated in 
the lease as rent, and which was to be 
credited on the purchase price in the 
event the option was exercised, is a pre- 
payment of rent, not a part of the pur- 
chase price, and is held taxable in the 
year of receipt. Harrah, 30 TC No. 130. 


Sale of automobile corporation stock 
not a disguised sale of automobiles by 
stockholders [Acquiescence|. Taxpayers 
operated a new car business as partners. 
When told that the partnership fran- 
chise would not be renewed, they trans- 
ferred the partnership inventory of cars 
to a controlled corporation at book 
value and then sold the corporate stock 
for a price which produced a gain. They 
claimed it was capital gain. Taxpayers 
showed the purpose of the sale of the 
cars was to prevent the manufacturer 
from repurchasing them and that they 
had no intention at the time of leav- 
ing the automobile business. The Tax 
Court rejected the urged by 
the Commissioner that the corporation 
was a mere conduit through which the 
partners realized on their inventory and 


theory 


held that taxpayer’s gain on the sale of 
the stock was a capital gain. DeWitt, 30 
TC No. 1, acq. IRB 1958-37. 


Loss on stock purchased with borrowed 
funds allowable when loan is paid. Prior 
to 1931 taxpayer had borrowed stock 
to collateralize his stock margin account. 
When the broker threatened to sell the 
collateral, the lender of the stock paid 
the broker its then fair market value, 
$84,000, and received it back. Taxpayer's 
account was sold out at a heavy loss; 
however, he did not claim the loss then; 
he deducted it as he made payment of 
the $84,000 in 1942 and 1943. The dis- 
trict court disallowed it, finding that 
there was no loss in those years, merely 
the repayment of borrowed money. 
This court reverses. As a margin cus- 
tomer posting borrowed collateral, tax- 
payer was in the position of acquiring 
his securities with borrowed funds; as a 
cash-basis taxpayer, he is allowed his loss 
when paid and that means 1942 and 
1943—until then no loss would be allow- 
able. A somewhat similar transaction had 
been litigated in the Tax Court, the tax- 
payer claiming loss in one year in which 
he paid a debt arising out of the bor- 
rowing to purchase the loss stock. There 
the Tax Court held against the taxpayer. 
Now taxpayer argues that he can liti- 
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gate another year in which he made 
payment on that same debt because 


change in the case law meantime freed 
him from the bar of collateral estoppel. 
The court holds against the taxpayer, 
stating very briefly that the Tax Court 
had found as a fact that this particular 
stock had been paid for and that the loss 
did not occur on payment of the notes. 
Bramer Estate, CA-3, 9/30/58. 

Disposition of gift property not a busi- 
ness. As a gift, taxpayers received a 
tract of land which they transferred to 
a trust for purposes of liquidating the 
property at a fair price. There was no 
advertisement of lots for sale and no 
soliciting of customers. Over a period of 
eighteen years sales had not exceeded 40 
lots. No regular sales agent was em- 
ployed; the trust had no office or em- 
ployees; its name did not appear before 
the public in telephone directories or 
otherwise. Upon the basis of the whole 
that the 


development and sales activities of the 


record, the court concludes 


trust were not so extensive as to con- 
stitute the carrying on of a trade or 
business. Accordingly, gain realized by 
the trust on sale of the lots is entitled to 
capital-gains treatment. Moore, 30 TC 


No. 138. 


Donee of invention entitled to capital 
gain on sale [Acquiescence]. A wife who 
received as a valid gift from her hus- 
band an interest in an invention and in 
the application for letters patent that 
were being drafted is entitled to capital- 
gain treatment on her transfer (for a 
royalty on sales) of all substantial rights 
in the invention. At issue were her royal- 
1951 to 1953. The Tax Court 
found that taxpayer could not qualify 


ties for 
under the 1956 retroactive amendment 
to the 1939 Code, giving capital-gain 
treatment to inventors and certain trans- 
ferees for value. Though barred because 
she acquired the property as a gift, she 
was entitled to capital gains because her 
disposition of the property was a sale. 
Holcomb, 30 TC No. 33, acq. IRB 1958- 
37. 


No capital gain on grant of exclusive 


sales representation. Taxpayer owed 
commissions of over $39,000 to a sales 
representative. These had been accrued 
and deducted in prior years. It entered 
into an exclusive sales agency agreement 
with the sales agent and at the same 
time the indebtedness was canceled. It 
that the would 


concedes cancellation 


December 1958 


be income, but argues that it “sold” the 
exclusive agency for the $40,000 owing 
and claimed capital gain. The granting 
of an exclusive sales representation is a 
mere contractual arrangement; there is 
no sale or exchange of a capital asset. 
Aircraft Mechanics, Inc., 30 TC No. 128. 


Ordinary income from employment con- 
tract negotiated with stock sale. 
payer was a 50% 


Tax- 
, owner of a Florida 
hotel, and he and his wife were active 
in management. He sold his stock to 
another hotel operator and at the same 
time entered into an employment agree- 
ment with the buyer. He now argues 
that the employment agreement was a 
sham and his “salary” should be treated 
as additional capital gain on sale of his 
stock. The court finds that it was not 
a sham, and that the compensation was 
not intended merely as additional com- 
pensation for the stock. Gladstone, TCM 
1958-167. 


Relinquishment of valuable option in 
divorce settlement results in realization 
of gain. In 1937 taxpayer gave his wife 
certain stock, but retained an option to 
repurchase it for $40,000. In a divorce 
settlement in 1951, when the stock was 
worth $400,000, taxpayer released his 
option in exchange for his wife’s giving 
up her support rights. The court finds 
the husband realized a long-term capital 
gain from the disposition of his option 
in the amount of $360,000. Three judges 
dissenting would adhere to the Tax 
Court position that such “gains” are non- 
taxable, taken in Mesta (42 BTA 933), 
although it was reversed. 123 F.2d 986, 
cert. den. 316 U.S. 695. Stouffer Est., 30 
TC No. 131. In a companion case the 
wife is held entitled to use the same 
fair market value of $400,000 in com- 
puting her gain on subsequent sale of 
the stock. Marshman, TCM 1958-174. 


Can’t deduct interest on loan to carry 
annuity; substance. 
Taxpayer paid one annual premium of 
$2,500 on an annuity contract. He then 
bank $59,000, the 
necessary to prepay at a dis- 
count all future premiums, used the loan 


transaction lacks 


borrowed from a 


amount 


proceeds for that purpose, and _ there- 
upon had a fully paid-up policy. He 
then paid the insurance company an 
$13,600 as advance 
interest to the fifth anniversary date and 
received as a loan $68,000, the “cash or 
loan” value of the policy at that future 
date. The following year he made an- 


additional sum of 


other payment of $9,600 as advance in- 
terest for three more years and received 
an additional loan of $5,300. He used 
part of the funds so received from the 
insurance company to repay the bank 
loan. Deductions for the advance in- 
terest are denied on the ground that 
the entire transaction lacked substance. 
The sole object was the consummation 
of a preconceived plan, not to borrow 
money or purchase an annuity, but to 
create a deduction for income tax pur- 
poses. Emmons, 31 TC No. 4; 
Weller, 31 TC No. 5. 


similarly 


Talking mule “Francis” was a capital 
asset to its creator. Taxpayer, the pub- 
lisher of the New Orleans /tem, had 
dabbled at writing fiction, more or less 
as a hobby. None of his works had been 
published until, while on Army duty 
in the Pacific, he conceived of the char- 
acter “Francis,” a talking mule. The 
Francis stories were published in book 
form. In 1950 taxpayer sold all of his 
rights to the novels and to “that certain 
character known as ‘Francis’ conceived 
and created by him” to a movie pro- 
The finds 
not in the business of writing and, ac- 


ducer. court taxpayer was 
cordingly, as to 1950, “Francis” was a 
capital asset to him. However, as to later 
years, the so-called Eisenhower amend- 
ment, removing copyrights and similar 
property from the capital asset category, 
is applicable. The literary character is a 
property inseparable from the copyright. 
Stern, DC La., 8/11/58. 


Frequency and volume of sales classifies 
taxpayer as a real estate dealer. A tax- 
payer who made 173 sales of real estate 
over an eight-year period is held to be 
a dealer in real estate so that the gains 
derived from the sales are taxable as 
ordinary income. Even though taxpayer 
was not a licensed dealer, and did not 
aggressively promote the sales, the court 
considered the frequency and volume of 
the sales, taxpayer's substantial holdings 
real 
primarily for resale whenever a satisfac- 


of undeveloped estate acquired 
tory profit could be made, and the 
absence of any other occupation from 
which taxpayer derived substantial in- 
come. Est. of Webb, 30 TC No. 126. 


DEDUCTIBILITY 


Interest on purported indebtedness to 
purchase $11 million in Treasury notes 
disallowed as lacking substance. ‘Tax- 
payer purported to purchase $11 million 
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of U. S. Treasury notes, paying $16,500 
in cash to the broker and giving a note 
for the balance to a “finance” company 
controlled by the broker and used for 
this and similar deals. The company 
had no funds to lend, but acquired 
funds through a short sale in connection 
with which the purchased notes were 
used to make delivery. The taxpayer 
also issued checks to the finance com- 
pany in payment of interest, with a 
concurrent “borrowing back” of equiva- 
lent amounts. A deduction for the in- 
terest payments is disallowed on the 
ground that the transaction in its en- 
tirety lacks substance. No liability for 
the purchase price nor for the payments 
of interest thereon was in fact incurred. 
laxpayer is permitted to exclude from 
income the amounts reported as interest 
income from the notes. [This case is dis- 
tinguishable from Goodstein (who dealt 
with the same broker) only in that tax- 
payer here testified he reported gain on 
sale of these bonds in a later year, not 
before the court.—Ed.] Sonnabend, TCM 
1958-178. 


Reconditioning of coke ovens a capital 
expenditure. Sums over $15,000 spent in 
reconditioning coke ovens are held not 
deductible as incidental repairs, but to 
The 
court finds that the work performed on 


constitute capital expenditures. 
the ovens appreciably prolonged their 
life. Ruane, TCM 1958-175. 


Florida sales tax deductible as a tax. 
In 1949 the IRS ruled (IT-3983) that the 
Florida sales tax was imposed on the 
retailer and that it was not deductible 
by the consumer as a tax. Since 1942, 
however, such taxes have been deduct- 
ible under a special provision in the 
Code (Section 164(c) of the 1954 Code) 
which, however, applies only to sales 
taxes paid not in connection with tax- 
Such 


taxes paid on business purchases would 


payer’s trade or business. sales 
be deductible if properly an expense or 
would be capitalized if paid on depre- 
ciable property. The IRS now recon- 
siders the Florida sales tax in the light 
of decisions by Florida courts constru- 
ing it, and concludes that the tax is 
imposed on the consumer and is de- 
ductible as a tax (Section 164(a) of the 
1954 Code). It follows that tax paid on 
purchases of depreciable property may 
be deducted. Rev. Rul. 58-454. 


Accelerated depreciation for injured 
race horse denied. In 1950, taxpayer's 


race horse bowed a tendon and tax- 
payer sold her for $1,000 after he de- 
termined that she was valueless as a race- 
horse. The Commissioner allowed only 
a normal depreciation deduction for 
1950 on a straight-line basis and de- 
termined that the difference between 
the adjusted basis and the sales price 
was a Capital loss. [It may be inferred, 
though it is not stated, that taxpayer 
had gains on other assets used in the 
(capital 
117(j)) against which the Commissioner 


horse-racing business under 
netted this loss.—Ed.] Taxpayer con- 
tended he was entitled to the difference 
as an ordinary loss, it being in the na- 
ture of accelerated depreciation. The 
Tax Court denied an ordinary-loss de- 
duction as the useful life had been 
shortened by an accidental injury, not 
by depreciation (i.e., exhaustion, wear 
and tear). This court affirms. Whitaker 
Estate, CA-5, 9/16/58. 


OPA treble damages not deductible; 
were due to negligence. Taxpayer made 
many mistakes in setting its price under 
OPA. The net 
overcharges. It settled by paying OPA 


result was substantial 


$410,000 treble damages. Subsequently, 
it discovered an additional $4,000 viola- 
tion and made a voluntary payment. 
These payments were designated as 
penalties and the district court held that 
taxpayer could not attack that finding 
by trying to show it settled only to 
avoid publicity. Penalties are not de- 
ductible and, moreover, taxpayer can- 
not come under the rule permitting de- 
duction of OPA penalties for innocent 
mistakes. The taxpayer was guilty of 
gross carelessness in its OPA computa- 
This 
court affirms. One dissent an the ground 
that, as to one $132,000 item in the 
$410,000 settlement taxpayer’s over- 


tions, including costs twice, etc. 


charge was due to an innocent mistake. 
A. D. Julliard & Co., CA-2, 9/29/58. 


WHAT IS INCOME 
Stockholder-owned buy-out insurance 
taxable; no insurable interest. A corpo- 
ration took out life insurance on its 
president, who with his wife owned 
40% 
ficiary, reserving the right to change 


, of its stock, with itself as bene- 
the beneficiary at will. Similar policies 
were taken out on the lives of the other 
two stockholder-officers. The plan was to 
change the beneficiary so that the cor- 
poration would receive nothing when 
the insured officer died, and the stock- 
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holders would share in the proceeds of 
the policy. This was done. Taxpayer 
here, a 10% stockholder, received 10% 
of the proceeds. The court holds the 
policy was purchased in pursuance of a 
plan to distribute corporate profits to 
stockholders. Since the stockholders had 
no insurable interest in the officer, the 
policy was simply a wagering contract, 
and the stockholder-beneficiaries are not 
entitled to exclude the proceeds from 
their income as amounts received under 
a life insurance contract paid by reason 
of the death of the insured. Ducros, 30 
TC No. 141. 


Insurance proceeds for “use and oc- 
cupancy” taxable; “direct damage” pay- 
ment subject to non-recognition pro- 
visions. A manufacturer of paper prod- 
ucts which carried “direct damage” and 
“use and occupancy” insurance received 
$125,000 from the carrier in compromise 
of claims for damages to some equip- 
ment. The Commissioner's allocation of 
$100,000 to “use and occupancy” (tax- 
able as ordinary income), and $25,000 to 
“direct damage’’ is deemed reasonable. 
Since taxpayer made a timely election 
under the involuntary conversion pro- 
visions of the law not to recognize any 
gain by replacement of the damaged 
property, the $25,000 for “direct dam- 
age” is not includible in its income. 
Marcalus Mfg. Co., Inc., 30 TC No. 142. 


Water district bonds tax exempt. Bonds 
issued by a water district established 
under Kentucky laws, with an insurance 
endorsement by a Federal agency, are 
obligations of a political subdivision of 
a state, and interest from such bonds is 
excludible from gross income. Rev. Rul. 
58-452. 


National Science Foundation stipends to 
teachers are scholarships; may be ex- 
empt. Stipends granted to high-school 
and college science teachers, including 
fees and allowances for incidental ex- 
penses, by the National Science Founda- 
tion to enable them to attend a summer 
Institute for Science constitute scholar- 
ships and fellowship grants, and are ex- 
cludible from the gross income of the 
grantee either wholly or in part, de- 
pending on whether the grantee is or 
is not a candidate for a degree. Rev. 
Rul. 58-498. 


Stockholder casts stock sale in form of 
debt compromise; IRS loses attempt to 
tax forgiveness. Its 75% stockholder had 
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advanced over $900,000 to taxpayer cor- 
poration, which was engaged in develop- 
ing a motion-picture camera. The stock- 
holder-creditor wanted to sell and eveni- 
ually found a buyer for $400,000. How- 
ever instead of a simple sale of stock 
and notes (which would result in a capi- 
tal loss), insisted that the 
buyers lend $400,000 to the corporation 


tax payer 


for notes and a worthless minority stock 
interest; then the $400,000 was used to 
make a compromise settlement of the 
$900,000 debt and redeem the stock. Ap- 
parently the stockholder-creditor hoped 
to be able to claim a bad debt loss. How- 
ever, the IRS, taking the transaction at 
face value, asserted that the corporation, 
taxpayer here, realized $500,000 income 
on the forgiveness of the debt. The 
corporation defended by arguing that 
the advances were in reality capital, not 
debt. This court agrees, pointing out 
that there was no reasonable expecta- 
tion of repayment unless the venture 
should prove profitable. The court notes 
that it does not rely on the thinness of 
the corporation (stock was $100,000; debt 
over $900,000); it notes merely that that 
ratio does not militate against the valid- 
ity of its conclusion. Maurer, Inc., 39 
TC No. 135. 


OTHER DECISIONS 


Profit on completed-contract method in- 
cludible at substantial completion. Tax- 
payer, a plastering contractor, reported 
on the completed-contract method. He 
was paid 95% of the price for a specific 
contract in 1953 and the balance when 
the housing project was completed in 
1954. The court finds the contract was 
substantially 1953 and 


holds the realized income on the con- 


completed in 


tract was to be reported that year 
rather than 1954. Turner, TCM 1958- 
181. 


Interest on deficiencies arising out of 
business are business expense. In 1951 
taxpayer arrived at a settlement of in- 
come tax deficiencies for prior years. He 
deducted in 1951 the full amount of the 
contingent legal fee for the settlement 
(only $1,500 was paid in that year) and 
the interest on the deficiencies (paid in 
1952). The Tax Court held that, since 
the deficiencies arose out of his lumber 
business, the legal. fee and the interest 
are business €xpéfises, It also found that 
taxpayer waS 6n the &ccrual basis so far 
as the business was concerned and it may 
deduct both these items even though 


they were not paid in the taxable year. 
[Apparently it was conceded on appeal 
that it was proper for taxpayer to be on 
the cash basis, but to use accrual ac- 
counting for the business. The appeal 
court’s opinion discusses only the issue 
whether the expenses were business ex- 
pense, deductible in arriving at adjusted 
gross income, or non-business expenses, 
which would not be allowed because tax- 
payer had elected the standard deduc- 
tion.—Ed.] [The IRS acquiesced in the 
Tax Court decision. IRB 1958-11.—Ed.] 
This court affirms. Standing, CA-4, 9 
20/58. 


Expense refund is accruable income 
upon notification of balance due. ‘Tax- 
payer, an  accrual-basis calendar-year 
dealer, had been contributing annually 
to a dealers’ fund for advertising. In 
November he was notified by the manu- 
facturer that contributions would no 
longer be required and he would be re- 
funded his share of the unexpended con- 
The 
was then known, the precise figure was 
determined in January and actual re- 
fund was made in February. The IRS 
rules the in the 
of notification, when the right arose, and 


tributions. approximate amount 


income accrued year 
adds that accrual may not be postponed 
merely because the amount was subject 
to diminution or offset. “Furthermore,” 
the ruling continues, “the amount . 

could be determined with reasonable 
before the due date for 
return.” Rev. Rul. 58-474. 


accuracy 
filing his... 


More courts hold dealer’s reserve credits 
not income. A circuit court reiterating 
its position, and two district courts 
bound by previous circuit court deci- 
hold that an accrual-basis auto 
dealer does not realize income until the 
finance company makes credits uncon- 
ditionally available. [Other circuits have 
held to the contrary and the Govern- 
ment has sought Supreme Court review. 
—Ed.| Modern Olds, Inc., CA-5, 9/15/58; 
Colonial Chevrolet Corp., DC Va., 9/3 
58; Smith Chevrolet Co., DC Ga., 9/2 
58. Similarly Sarwark, DC Ariz., 8/9/58. 


sions, 


Leasehold improvement amortized over 
five-year lease though lessor related (Old 
Law). Taxpayer constructed a warehouse 
on property leased from its sole stock- 
holder for a five-year term. By subletting 
part of the space, taxpayer was able to 
recover its investment over the lease 
period. The evidence also showed the 
lease and construction of the improve- 


ment were dictated by business necessity. 
Amortization over the five-year lease 
term is allowed. [Section 178, added by 
the Technical Changes Act of 1958, re- 
quires depreciation over the useful life if 
the lessor and lessee are related. This 
section applies only to new construction. 
—Ed.] Douglas Co., DC Tex., 8/29/58. 


Depletion base determined for coal 
mined and used in coking operations. 
Two partnerships mined coal which was 
used by one of them in its coking op- 
erations. In constructing the proper de- 
pletion base for the coal mined, the 
court determines, as a fact, a representa- 
tive market or field price of coal of like 
kind and grade as that used in the 
operations. Ruane, TCM 1958-175. 


No depreciation allowance for year in 
which assets are sold at a gain. Tax- 
payers operated several schools for cadets 
during World War II. When the schools 
were closed in 1944, the assets were sold 
at a profit. The district court denied 
taxpayer a depreciation deduction for 
1944 on the ground that, by the end 
of that year, the true salvage 
value was known and it exceeded the 
basis of the assets. This court affirms. 
While there are no authorities on the 


tax 


issue, the logic which allows redeter- 
mination of estimated life of an asset 
in the light of changed conditions should 
allow change in the salvage value of 
the asset in the light of additional know- 
ledge. Changes in depreciation allow- 
ances are not applied retroactively and 
would not affect prior tax years. Cohn, 
CA-6, 9/26/58. 


Advances not proved worthless. Advances 
to a corporation did not become worth- 
less in 1951; there was no proof that the 
corporation was bankrupt or even in- 
solvent at the close of the year. Ruane, 
TCM 1958-175. 


Loan by luggage manufacturer to movie 
producer non-business. Taxpayer's patt- 
nership was principally engaged in the 
manufacturing of luggage. It lent $75,- 
000 to a film-producing corporation, and 
was to receive interest on the loan and 
a share of the profits. The partners had 
amended their partnership contract two 
years previously to indicate their agree- 
ment to engage in the business of financ- 


ing motion-picture productions. The 


loan became worthless within a year. The 
jury found that taxpayer was not in the 
business of financing motion-picture ven- 
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tures in the year in which the loss was 
sustained; the loss is a non-business bad 
debt. This court affirms. Koch, CA-9, 
9/12/58. 


Excess of funds lent over mortgage was 
premium, not finder’s fee; but it is not 
amortizable. Taxpayer was organized to 
build rental housing and, shortly after 
formation, engaged a mortgage broker 
to obtain an FHA-insured loan for it. 
His fee was to be 1% of the mortgage. 
[The broker negotiated with the FHA 
and with a bank which agreed to make 
the loan. The bank informed the broker 
that it would pay 3.75° 


4, in excess of the 
amount of the mortgage to obtain the 
investment. Banks were at that time pay- 
ing premiums for FHA-insured loans. 
The Commissioner. asserted this excess, 
paid to taxpayer-builder, was a finder’s 
fee and income upon receipt. The court 
disagrees; it was a premium as that 
term is used in finance, a loan in excess 
of the amount to be repaid. However, 
there is no authority in the Code for the 


receiver of a premium to amortize the 


income. The entire premium is income 
in the year received. Bayshore Gardens, 


Inc., 30 TC No. 136. 


Stud fees income when received though 
contingent liability remains. A horse 
breeder bred mares in the springtime. 
The 


Under the terms of the breeding trans- 


foals were born 11 months later. 
actions, a live foal was guaranteed. A\l- 
the the 


reported 


though fees were collected in 


year of breeding, taxpayer 


them as income in the following year 
the The Tax 
Court held the fees were income in the 


when foals were born. 


year of breeding and receipt. Applying 
the claim of right doctrine, this court 
afirms. Whether taxpayer was on the 
cash or accrual basis was immaterial. 
Any refunds made in a subsequent year 
could be deducted in the year the re- 
Whitaker Estate, CA-5, 


fund is made. 


9/16/58. 


Corporation holding lease ignored; in- 
come taxable directly to stockholders. A 
corporation was organized by a group 
of neighboring farmers interested in con- 
solidating their separate land holdings 
into could be 
leased to an oil company for drilling. 


one large unit which 
The landowners leased the properties 
to taxpayer corporation and agreed that 
each would receive as his own the full 
amount received for assigning the leases 


attributable to his property. No off- 


setting expenses were anticipated. Ex- 
ploration rights were sold for $2.50 an 
acre and an option to lease at $2.50 was 
also given. The option being exercised, 
taxpayer collected $5 an acre (totaling 
some $45,000) which it distributed. The 
court finds that these payments received 
by the corporation belonged to the in- 
dividual the 
corporation, and it was error to include 


landowners, and not to 
them in the corporate income. Prairic 
Center Oil Dev. Co., TCM 1958-177. 


Part of salary, pledged in charity drive, 
taxed to employee. Earnings donated 
by employees under an_ industry-wide 
fund-raising plan are includible in the 
employees’ income and are subject to 
withholding of income tax, even though 
payment is made to the charitable or- 
ganization directly by 
Rev. Rul. 58-495. 


the employer. 


Loss on transfer of copper book plates 
denied. Taxpayer transferred a quantity 
of copper book plates in payment for 
storage charges of over $5,000 which had 
accumulated on them. The court denies 
a deduction for the storage charges, or 
for depreciation or obsolescence of the 
plates, since taxpayer failed to prove a 
basis for the plates, or that they were 
used for business or held for the pro- 
duction of income. Cooper, TCM 1958- 
169. 


License suspended; continuing overhead 
was net operating loss. Taxpayer had 
operated a retail liquor store prior to 


and after the year here in issue. In 
1947, however, he had no license. He 
returned his stock to the wholesaler and 
made no sales. He did incur rent and 
other costs. In 1948 his license was re- 
newed and he resumed business. The 


district court did not allow him a carry- 
back of net operating loss from 1947 on 
the ground that the loss was not in- 
curred in the operation of a trade or 
This court reverses with 


business. one 


dissent. Taxpayer’s business was sus- 
pended, and not abandoned, during the 
taxable year. Penton, CA-6, 10/6/58. 


Loss based on purchases from controlled 
corporation disallowed. Taxpayer caused 
a corporation, of which he became the 
sole stockholder, to be organized for 
manufacturing purposes. After the for- 
mation of the corporation, he entered 
into an agreement with the corporation 
whereby the latter agreed to sell its out- 


put exclusively to him. Taxpayer 
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claimed a loss of over $22,000 on the 
sale of the products which he had pur- 
chased from the corporation, but the 
court holds taxpayer failed to establish 
proper proof of alleged purchase costs 
of $29,000, and disallows the claimed 
loss. Gordon, TCM 1958-168. 


Repayment required by FHA “mortgag- 
ing out” is refund of “claim of right in- 
come.” In many instances the FHA has 
been successful in litigation to force the 
repayment of withdrawals by builders of 
FHA-financed apartments of the excess 
of the mortgage loans they received over 
the actual costs. Of course, the IRS taxed 
the withdrawals as income and the ques- 
tion ruled is the tax treai- 
ment of the refund. The IRS rules that, 
to the extent the receipts had been in- 


now upon 


cluded in gross income in the prior 
year, then the refund, if it exceeds the 
statutory limit of $3,000, is a deduction 
under Sec. 1341, relating to refunds of 
amounts received under claim of right. 
Under Sec. 1341 the repayment can be 
treated as a deduction or it can reduce 
tax in the amount tax was increased in 
the year of receipt. The basis for the 
original stock, if reduced by the subse- 
quently-refunded payment, is restored. 
Rev. Rul. 58-456. 


Proceeds fully reinvested though part 
of condemnation award went to mort- 
gagee. Taxpayer owned property subject 
to a mortgage on which he was not per- 
sonally liable. It was condemned by the 
state for $207,000, of which $57,000 was 
paid direct to the mortgagee and $150,- 
000 to taxpayer, all of which he used to 
purchase replacement property. In ac- 
cordance with the Regulations, the Com- 
missioner asserted tax on the gain on 
the ground that the proceeds of con- 
demnation were the full $207,000, and 
the 


since portion used to pay off the 


mortgage was not reinvested in similar 
property, gain is recognized. The Tax 
Court adhered to its decision in Fortee 
Properties (19 TC 99), in which it held 
that Regulation invalid, which decision 
the Second Circuit reversed (211 F.2d 
915). This court affirms, also disagreeing 
the The 
used to pay off a mortgage on which the 


with Second Circuit. money 
taxpayer is not liable should not be con- 
sidered as received by the taxpayer for 
the purpose of this section of the law. 
Taxpayer complies with the purpose of 
the non-recognition provision by re- 
investing all of the proceeds which come 
into his hands. Babcock, CA-9, 9/23/58. 
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Gifts-to-minors problem created by 


Subchapter S: Is custodianship answer ? 


by HOVER T. LENTZ 


With the issuance of a fair number of rulings, the outlines of problem areas in 


gifts to minors under the special provisions added by the 1954 Code as Section 


2503(c) and the custodianship statutes in most states are becoming clearer. Hove) 


T. Lentz pointed out the difficulties to the Tulane Tax Institute last fall in the 


course of his lengthly review of the uses of trusts for family purposes and we bring 


you the section on gifts to minors. Practitioners considering the use of custodian- 


ship for stock in a corporation electing under the new Subchapter S will read Mr. 


Lentz’s comments on these statutes with particular interest. A 


trust for such 


stock being forbidden by the Code, and a guardianship posing considerable practi- 


cal difficulties, a custodianship has been widely suggested as the most practical way 


to use the Subchapter S election to split family business income with children. 


LAUDABLE ATTEMPT 


I A to provide 
donors with a practical method of 
making gifts for the benefit of minors 
which would clearly qualify for the an- 
nual gift tax exclusion, Congress adopted 
Section 2503(c) of the 1954 Code. It pro- 
vides that a gift to a minor shall not be 
denied the annual exclusion if the 
property and the income therefrom may 
be expended by, or for the benefit of, 
the donee prior to 21, and to the extent 
not so expended, will pass to the 
donee at age 21, or in the event he dies 
prior to 21, will be payable to his estate 
or as he may appoint under a general 
power of appointment. 

While not so limited, the section’s 
chief application has been to trusts and 
to the various custodianship statutes en- 
gendered by this new provision. On its 
face the statute raises a number of prob- 
lems of interpretation and, without 
benefit of Regulations, rulings or cases, 
draftsmen of such trusts initially were 


After 


the Treasury finally 


understandably cautious. more 


than two years, 
issued tentative gift tax 
1954 


three days too late to be of any 


Regulations 
under the 
1957, 
help in making 1956 gifts. While not 
slaying all of the bogeymen which critics 


Code on January 3, 


had seen lurking in the Congressional 


handiwork, the proposed regulations in- 
terpreting Section 2503(c) aid consider- 
ably in understanding the statute and, as 
might be expected, pose some new difh- 
culties and doubts. 


The custodianship statutes 


As an immediate consequence of the 
adoption of Section 2503(c), and to fill 
a long-felt need for a simple and prac- 
tical method of giving securities to 
minors, the New York Stock Exchange 
and the Association of Stock Exchange 
Firms conceived and 
“Model Gifts of 


Act.” This act received widespread ac- 


sponsored the 
Securities to Minors 
ceptance and, to date, has been adopted 
15 jurisdic- 
1956, the Uniform 
Gifts to Minors Act was adopted by the 


with minor variations in 


tions.1 In August 
National Conference of Commissioners 
on Uniform State Laws. This later act 
follows generally the Model Act, but 
also permits gifts of money for invesi- 
ment by the custodian. It was adopted 
by 30 states and territories in 1957.2 This 
rapid acceptance of a novel legal con- 
cept strikingly attests to the current in- 
terest in gifts to minors. 

While various defects in these statutes 
have been pointed out,3 they should 
prove to be a simple, practical answer to 


the gift problems of the average donor 
for moderate amounts of property. For- 
tunately, the IRS has stated its views 
on the tax consequences of these cus- 
todianship statutes. This further serves 
to enhance their usefulness as estate 
planning tools. 

In Rev. Rul. 56-86, it was held that a 
transfer of securities to a minor-donee 
pursuant to the Colorado statute (the 
original Model Act) constituted a com- 
pleted gift for Federal gift tax purposes 
at the time the transfer was made and 
that such a gift came under Section 
2503(c) so it qualified for the $3,000 an- 
nual gift tax exclusion. 

The income tax treatment came under 
Service scrutiny in a subsequent ruling, 
Rev. Rul. 56-484, also involving the 
Colorado act. The custodianship acts 
partake of some of the legal attributes 
of both a trust and a guardianship, or 
outright 
power of management. This obviously 


ownership coupled with a 
gave the service some difficulty, since the 
gift tax ruling was issued some months 
prwr to the income tax ruling. The 
dilemma was neatly resolved, however, 
by carefully placing the hat on both 
heads of this two-headed beast. To the 
extent the income is actually used to 
discharge the legal obligation of any 
person to support the minor, the income 
is taxed to such person* under Section 
61 of the 1954 Code, regardless of the 
relationship of the donor or the cus- 
todian to the minor donee. The balance 
of the income is taxed to the minor 
donee. The custodianship is not treated 
as a trust, and no income is taxed to the 
custodian as such; instead, the Commis- 
sioner relied on the broad scope of Sec- 
tion 61, the gross income definition. 
Whether the courts will sustain this posi- 
tion is open to some question in view 
of their past reluctance to tax the parent 
where a trust is involved.5 However, few 
persons will have enough at stake to 
warrant a lawsuit, so the ruling may 
stand unchallenged for some time. 

In a ruling concerning the application 
of the Federal estate tax to the Model 
Act,6 the donor had named himself cus- 
todian and had died before the donee 
had attained 21 years of age. Relying on 
decisions of the Supreme Court in two 
trust cases,* the Service ruled that the 
property was includible in the donor- 


custodian’s gross estate under Section 
2038(a)(1) as a transfer with a retained 
power to terminate. This result was 


reached in spite of the language of the 


custodianship act, flatly stating that legal 
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title is indefeasibly and immediately 
vested in the minor. The Commissioner 
would apply trust principle for estate 
tax purposes, but not for income tax 
purposes. 

Presumably the donor would escape 
estate tax if he survived the minor or 
survived until the minor attained the 
age of 21.8 If the minor dies first, then 
the property should be included in the 
minor’s estate. No problem to the 
donor’s estate would exist if any third 
person were named custodian.® But what 
problems does the third person’s estate 
have if he or she has the obligation to 
support the minor-donee? In such event, 
does the third person have a general 
powe! olf appointment so as to render 
the custodianship property taxable in 
his estate if he predeceases the minor? 


Section 2503(c) trusts and local law 


lurning from these  custodianship 


statutes to trusts created to qualify 
2503(c), we find that 


the Regulations confirm the Congres- 


under Section 
sional Committee Reports by stating that 
either a power of appointment exercis- 
able by the donee by his will or a power 
exercisable by the donee during his life- 
time will meet the requirement that the 
donee receive the corpus and un- 
expended income at 21, or in the event 
he dies prior to 21, it will be payable 
to his estate or as he may appoint under 
a general power of appointment. They 
that 
no restrictions of substance on the exer- 


caution, however, there must be 


cise of the power by the donee. Formal 
restrictions, such as those permitted with 
respect to exercise of a general power of 
appointment under a marital deduction 
trust, are permissible. Examples of such 
formal limitations on a power exercis- 
able during life are requirements that 
the exercise must be in a_ particular 


Alaska, California, Colorado, Connecticut, Dis- 
trict of Columbia, Georgia, Michigan, New Jer- 
sey, New York, North Carolina, Ohio, Rhode Is- 
land, South Carolina, Virginia and Wisconsin. 

Alabama, Arizona, Arkansas, Connecticut (sub- 
stituted Uniform Act for Model Act), Delaware, 
Florida, Hawaii, Idaho, Indiana, Kansas, Mary- 
land, Massachusetts, Minnesota, Missouri, Mon- 
tana, Nebraska, Nevada, New Hampshire, New 
Mexico, North Dakota, Oklahoma, Pennsylvania, 
South Dakota, Tennessee, Texas, Utah, Vermont, 
West Virginia, Wisconsin and Wyoming. 

Note: “Recent Legislation to Facilitate Gifts to 
Minors,” 69 Harv. L. Rev. 1476 (1956); Tenney, 
“Gifts to Children,” 2 Practical Lawyer 337 
(April 1957); MacNeill, “Stock Gifts to Minors 
Act,”’ 36 Trust Bull. 10 (September 1956). 
‘This result is consistent with the very broad 
view taken in Regs. Section 1.662(a)-4 (formerly 
Regs. 118, Section 39.162-1(f) with respect to 
the application of trust income to a support ob- 
ligation. 

Stern, 137 F.2d 43 (2d Cir. 1943); Allen, 180 
F.2d 318 (5th Cir. 1950); Frank E. Joseph, 5 
TC 1049 (1945). 

*Rev. Rul. 57-366, 1957-2 C.B. 618. 

‘Holmes’ Estate, 326 U.S. 480 (1946); Lober, 
346 U.S. 335 (1953). 

*Section 2038 applies only if the power to ter- 


form, that it must be filed with the 
trustee during the donee’s life, that 
reasonable notice of exercise must be 
given, or that reasonable intervals must 
elapse between successive partial exer- 
cises. Where the power is exercisable by 
will, it can be restricted to a will ex- 
ecuted by the donee after the gift has 
been made and a specific reference to 
the power in the instrument of exercise 
may be required. 

Restrictions of substance which will 
violate the statute can arise either by 
virtue of the local law or by the terms 
of the instrument of transfer. For exam- 
ple, if, under applicable state law, a 
minor has no capacity to execute a valid 
will, the statute cannot be satisfied by 
merely giving the minor donee a power 
exercisable only by will. This seems to 
be a fair interpretation of the Congres- 
sional purpose to insure that no other 
person has any interest in the property. 
However, it renders the use of the statute 
impractical in many cases. Most donors 
would like to provide for a gift-over to 
an alternate donee in event of the death 
of the primary donee. This is particu- 
larly true of gifts to a child or grand- 
child who has brothers and sisters. A 
gift-over to the brothers and sisters will 
be preferred over intestacy, under which 
the property may revert to the donor 
and will be subject to substantial pro- 
bate expenses and red tape. In most 
states this gift-over is not possible as the 
statute and Regulations now stand, since 
a minor can execute a will, if at all, only 
after reaching a specified age, such «s 
18. It is to this feature that most pro- 
posals for amending the statute have 
been directed. 

Similarly, unless a minor can effective- 
ly exercise an inter vivos power of ap- 
local law, an inter 


pointment under 


vivos power will not satisfy the statute. 


minate was in existence at the date of the 
donor’s death. Section 20.2038-1 (a). 

* Section 2038 does not apply to a power held 
solely by a person other than the donor. Section 
20.2038-1(a) (3). 

10 Fisher, 132 F.2d 383 (9th Cir. 1942); Lowden, 
131 F.2d 127 (7th Cir. 1942); Sensenbrenner, 
134 F.2d 883 (7th Cir. 1943). 

11To qualify under Section 2503(c), the trustee 
must have the power to distribute all of the trust 
property to the minor and, thus, to terminate the 
trust. Retention of a power to terminate renders 
the transfer taxable under Section 2038(a) (1), 
even though the exercise of such power cannot 
result in shifting beneficial interests from one 
beneficiary to another. The U. S. Supreme Court 
so held in Lober, 346 U.S. 335 (1953). This rule 
has now been established in the estate tax Regu- 
lations. Section 20.2038-1(a). 

12 HR Report No. 708, 72d Congress, lst Session 
29 (1932); S Report No. 665, 72d Congress, Ist 
Session 41 (1932). 

18 Some persons now claim that Section 2503(c), 
which was intended to eliminate a discrimination 
against minors, actually has the effect of discrim- 
inating against adults. 

4A. L. IL Fed. Income, Estate and Gift Tax 
Statute Section X1009 (Tentative Draft No. 10, 
April 30, 1955). 
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The Regulations contemplate that, in 
some cases, the legal disabilities of a 
minor may be avoided by a direction in 
the governing Does this 
mean that the agreement may 
grant an inter vivos general power to the 
minor and then provide that the minor 
shall have the legal ability effectively to 


instrument. 
trust 


exercise the power, thus sweeping aside 
the minor’s disabilities under local law? 
If so, the desired gift-over on death to 
third persons could be neatly accom- 
plished within the framework of the 
present statute. It is extremely doubtful, 
however, that this boot-strap plan would 
be successful, although admittedly the 
language of the Regulation lends it con- 
siderable support. The final Regula- 
tions may have further to say in this re- 
gard. 


Invasion standards 

The Regulations clarify certain other 
areas where questions had arisen. It was 
felt that, unless permitted by Regula- 
tion, it would not be safe to impose any 
standards exercise of the 
trustee’s discretion to distribute or ac- 


upon the 


cumulate income or invade corpus, and 
that such discretion should not be vested 
in any one other than the fiduciary. 
The proposed Regulations provide that 
the amount expended for the donee 
“may be limited to an amount neces- 
sary (determinable within the discretion 
of any person) for his support, health or 
education, provided such discretionary 
authority may not be experienced so as 
to deny the donee the right to the prop- 
erty or income in case of need.” (Em- 
phasis added.) This proviso is an un- 
fortunate addition which largely cancels 
out the preceding language and _ will 
cause endless confusion and controversy 
where none should exist. 

Another deficiency in the present 
statute is the requirement of compleie 
distribution to the donee at age 2l. 
Many donors are unwilling to vest ap- 
preciable sums in persons of that age 
and will, therefore, be unable to take 
advantage of the $3,000 annual exclu- 
sion. No clear justification for this rule 
appears. Perhaps some age must be 
selected, but would 
agree that 21 is too young. Proposals 
have been aimed at amending this limi- 
tation. The proposed Regulation points 
the way to a partial solution, however, 
by providing that the donee may be given 
the right in the instrument of trans- 
fer, upon reaching age 21, to extend the 
term of the trust. Some donors may be 


almost everyone 
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[Hover T. Lentz is a partner in the 
Denver, Colorado, law firm of Dawson, 
Nagel, Sherman & Howard. The paper 
from which the current article is adapted 
may be found in the Proceedings of the 
Tulane Tax Institute, published by the 
Bobbs-Merrill Co., Inc.] 





likelihood of 


“persuading” the donee to continue the 


willing to rely on the 
trust. It would seem, however, that this 
Regulation will not permit the auto- 
matic continuance of the trust so long 
as the donee does not demand the 
corpus. 

If the donee has a general power of 
appointment which he can effectively 
exercise under local law, the trust may 
contain provisions for a gift-over in 
event of default to persons other than 
the donee’s estate. 


Section not exclusive 


Some persons had feared that Section 
2503(c) would be deemed an exclusive 
method of making a gift of a present 
interest to a minor. The proposed Regu- 
lations, however, confirming the Com- 
mittee Reports, state that a gift to a 
minor which does not meet the require- 
ments of Section 2503(c) may be either 
a present or a future interest under the 
general rules of Section 25.2503-3. They 
cite, as an example, a transfer in trust 
under which the income is paid annuaiiy 
to a minor beneficiary, and corpus is to 
be distributed to him upon his attaining 
the age of 25. This is a gift of a present 
interest with respect to the right to in- 
come, but is a gift of a future interest 
with respect to the right to corpus.10 

No attempt was made in the tentative 
Regulations to discuss the type of prop- 
erty which might be transferred under 
this section, specifically whether or not 
it must be income-producing or readily 
marketable. For example, is closely held 
corporate stock or an undivided interest 
in raw land or a policy of life insurance 
permissible trust property for a Section 
2503(c) trust? May any restrictions be 
placed upon the disposition of such 
property by the trustee? It is hoped that 
the final Regulations will follow the ap- 
proach in the marital deduction trust 
Regulations that non-income-producing 
property is permissible, if rules of ap- 
plicable trust law require the trustee (or 
permit the donee to require the trustee) 
to make the property productive or con- 
vert it within a reasonable time or to 
provide the necessary beneficial enjoy- 
ment from trust corpus. 
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The settlor should not be the trustee 
of a Section 2503(c) trust. There are no 
adverse income tax consequences if the 
donor is trustee. He will be taxed on the 
trust income only to the extent that he 
actually applies the trust income for the 
maintenance of the minor beneficiary 
whom he is legally obligated to support, 
but this will be true even if he is neither 
the trustee nor the grantor. The fact 
that the donor possesses the powers as 
trustee to accumulate or distribute in- 
come and corpus does not cause the in- 
come to be taxed to him since these are 
exempt powers under Sections 674(b)(5) 
and (7). However, if the donor is trustee, 
whatever trust property remains will be 
included in his gross estate for Federal 
estate tax purposes if he dies before the 
minor reaches 21.11 There is also a gift 
tax problem if the donor is obligated to 
support the trust beneficiary. In such 
a case the donor-trustee has the power 
to use the trust property to discharge his 
support obligation. This may be equiva- 
lent to retention of a general power of 
appointment rendering the gift incom- 
plete until the trust and the power have 
terminated. Thus, the effective date of 
the gift would be postponed until ter- 
with disastrous 
consequences if the trust property has 
appreciated greatly since the inception 
of the trust. This result can probably 
be avoided by providing that the settlor- 
trustee cannot use the trust property to 
discharge his obligation of support. But, 
query: would not such a limitation run 
afoul of the language of Section 25.2505- 
4(b)(1) which prescribes that the donce 
must receive the property “in case of 


mination of the trust, 


need’”’? 


Possible changes in Section 2503(c) 


criticism of Section 
2503(c) has been directed mainly to its 
requirement for complete distribution at 
age 21 and to the impossibility of pro- 
viding for a gift-over to a third person 
upon the minor’s death prior to termina- 
tion. Congress has told us!2 that the 
original purpose of the future interest 
exception to the annual exclusion was 
the “apprehended difficulty, in many in- 
stances, of determining the number of 
eventual donees and the values of their 
respective gifts..” This policy can be 
preserved, however, so long as the prop- 
erty given to a donee will be used by or 
for him alone during his life and will be 
subject to Federal estate tax at his death. 
It should not be material when the 
donee will receive the benefit from the 


As mentioned, 


property or who receives it after his 
death. Under this approach the donor 
could provide for termination at any 
particular age or even run the trust 
through the donee’s entire lifetime. He 
could also provide for gifts-over to third 
persons on the donee’s death so long as 
the property was includible in the 
donee’s gross estate. Minor and adult 
donees would thus be treated alike.18 
The Tax Section of The American 
Bar Association has been working in 
this area for some time. At its recent 
meeting in Los Angeles in August, 1958, 
the Tax Section and the ABA approved 
a legislative recommendation along the 
foregoing lines which would amend Sec- 
tion 2503(c) to read as follows: “(c) Cer- 
tain transfers not considered future in- 
terests.—No part of a gift shall be con- 
sidered a gift of a future interest in 
property for purposes of subsection (b) 
if the property and the income there- 
from will, to the extent not distributed 
to or expended by, or for the benefit of, 
the donee during his life, be payable on 
his death either to his estate, or as he may 
appoint under a general power of ap- 
pointment as defined in Section 2514(c).” 
The American Law Institute has given 
it extensive study. The latter’s tentative 
draft would eliminate required distri- 
bution at age 21, but would not permit 
a gift-over to third persons. It would 


also limit the relief to situations in 
which the donee was under 21 at the 
time of the gift.14 vr 


New decisions 





Analysis of estate and gift tax conse- 
quences of trusts of community property. 
In a long opinion analyzing the Texas 


law on trusts of community property, 


the court concludes the Tax Court had 
erred. Decedent here, a _ resident of 
Texas, had created two revocable trusts, 
one of insurance policies on his life 
and the other of other community prop- 
erty. Then in his will he had created a 
residuary trust which the Tax Court 
had held purported to dispose of the 
entire community property. This court 
concludes that both trusts were created 
by decedent as agent of the community 
and since they were revocable by de- 


cedent, his death marked the taxable 


transfer. His interest in both is includ- 
ible in his estate. The transfer of the 
wife’s interests is a taxable gift by her. 
(The Tax Court decision holding the 
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wife did not make a taxable gift of the 
insurance trust interest, based on the 
premise that under Texas law she had 
no interest in the insurance, had caused 
considerable apprehension about a wife’s 
interests). The court interprets dece- 
dent’s will as disposing of his proper:y 
only, the position of the trustee as to 
her half of the community property 
being merely that of custodian or agent. 
Moran Estate, Chase National Bank, Tr., 
CA-5, 8/19/58. 


Bequest to individual does not qualify 
for charitable deduction. Decedent be- 
queathed $1,000 to his daughter, who 
was a member of a religious community. 
Since the bequest was to an individual, 
this court holds that the charitable de- 
duction is not available. Although mem- 
bers of certain religious orders are obli- 
gated to turn all gifts over to their 
superiors for the use of the community 
as a whole, the court says that the 
absence of evidence of the rules of the 
daughter’s order makes it unnecessary 
to consider whether the deduction would 
be allowable to the taxpayer on that 


Refund available under broadened 
marital deduction provision. The Tech- 
nical Amendments Act of 1958 amended 
the 1939 Code to conform to the more 
liberal provisions of the 1954 Code, 
which allows the marital deduction in 
cases where the surviving spouse is 
granted a legal life estate coupled with 
a “power of appointment. (The period 
covered is April 1, 1948, to August 17, 
1954.) The Service announces that re- 
funds may be had by affected taxpayers 
who file their claim prior to September 
2, 1959. However, the Code provides 
that interest will not be paid on these 
refunds. TIR-97. 


Appreciation in value of livestock is 
“included property” for alternate valua- 
tion purposes; cost of care and feeding 
deductible as administration expenses. 
The executors of the decedent's estate 
elected the alternate valuation date. In- 
cluded in the estate were cattle, all of 
which were sold prior to the alternate 
valuation date. They had appreciated 
in value during the period prior to their 
sale, and expenses had been incurred by 
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are includible in the gross estate at their 
sale price. The appreciation in their 
value cannot be considered as property 
earned or accrued subsequent to de- 
cedent’s death, and thus to be excluded 
from their fair market value on the ap- 
plicable valuation date. Similarly, the 
feed on hand at the date of death is 
to be included at its value on the dates 
on which it was “disposed of,” that is, 
fed to the animals. On the other hand, 
a deduction will be allowed in determin- 
ing the taxable estate for all expenses, 
including the cost of labor, feed and 
supplies, incurred in preserving the 
property during the term of the admin- 
istration of the estate. [See comment 
page 355.—Ed.] Rev. Rul. 58-436. 


Value of donated property determined. 
A joint venture of which taxpayer was 
a member donated an undivided interest 
in certain residential property to the 
Boy Scouts. The court finds the value 
of this property for purposes of the 
charitable deduction, adopting a value 
about midway between that contended 
for by taxpayer and the value allowed 


theory. Dichtel Est., 30 TC No. 133, the executors in feeding and caring for by the Commissioner. Peters, DC Calif., 
9/26/58. them. The Service rules that the cattle 9/15/58. 
— — a 
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Current IRS policies make careful 


planning by foundations imperative 


by WILLIAM T. BARNES 


The current atmosphere surrounding charitable foundations is one of continuing, 


if not increasing, concern about abuses and about the administrative problems 


created by consideration of applications for exemption and the policing of the 


multitude of organizations which have been granted exemption. Farsighted tax 


practitioners will advise against activities which are not clearly consonant with the 


broad public policy which underlies the exemption concept. Mr. 


Barnes, tax 


specialist with the Washington office of Lybrand, Ross Bros. & Montgomery, reviews 


the IRS attitude in some of the areas giving the greatest concern to practitioners, 


especially the fine line between activities that will call down tax on unrelated in- 


come and those that will cause loss of the entire exemption. This article is based 


on a paper written for the Fifth Annual Institute on Taxation of the Texas 


Society of CPAs. 


50,000 
been 


— ARE TODAY than 
organizations have 


granted exemption from Federal income 


more 
which 


taxes because they are, or purport to 
be, organized and operated for chari- 
table The 
organizations has virtually doubled dur- 


purposes. number of these 
ing the past four years.1 This phenom- 
enal growth is due in no small measure 
to the 


called “private” foundations, born of the 


increase in the number of so- 
realization that distinct tax and business 
advantages could accrue to the creator 
and benefactor of such an organization. 

The IRS is faced with the staggering 
problem of policing this vast number of 
organizations and of disposing of a sub- 
stantial backlog of exemption applica- 
tions in the face of new applications 
being received at an unabated rate. Its 
the 
growing conviction that such organiza- 


dilemma is made more acute by 
tions are too frequently used for pur- 
poses which are not in harmony with 
the precepts upon which the statutory 
grant of tax exemption is based. 

The Congress has been keenly aware 
of this problem. The latest evidence of 
Congressional concern is the fact that 


the Technical Amendments Act of 1958 
contains an amendment to Section 6104 
of the Code requiring that all applica- 
tions for exemption pursuant to the 
provisions of Section 501(c)(3) be matters 
of public record, for the purpose of 
additional 
to the IRS in determining whether or- 
ganizations are actually operating in the 


providing “substantial aid 


manner in which they have stated in 


eo 


their applications for exemption. 


Regulations under the 1954 Code 


The 1954 Code made only one sub- 
stantive change in prior law as it per- 
tained to the conditions for exemption 
of charitable, religious, scientific, literary 
and educational organizations, i.e., to 
prohibit intervention in any political 
campaign. Regulations were published 
in proposed form on January 26, 1956. 
It was not until July 9, 1958, that these 
Regulations were promulgated in final 
form, and then with a significant omis- 
sion—the Regulations under Code Sec- 
tion 501(c)(3) and (4). As this is written, 
it is being rumored that a second set of 
proposed under Section 
501(c)(3) is ready for publication. Under 


Regulations 


the circumstances, one can conclude only 
that such Regulations will contain some 
significant shift in emphasis. 

This conjecture is supported by the 
unofficial position expressed recently by 
an authoritative official of the Treasury 
Department.? Accordingly, it may be 
profitable to consider the portent of 
the proposed Regulations to come in the 
light of this position. 

The Code provides for the exemption 
from tax, except as to unrelated busi- 
ness income, of organizations “‘organized 
and operated exclusively” for certain 
purposes.* Essentially these purposes are 
“charitable, religious, scientific, literary, 
or educational,”5 a term which has never 
been defined in the statute. The Code 
provides further that no part of the net 
earnings of such an organization may 
inure to the benefit of any private share- 
holder or individual and that the or- 
ganization may not devote a substantial 
part of its activities to carrying on propa- 
ganda, influencing legislation, or inter- 
vening in the political campaign of a 
candidate for office. 

The Regulations® provide that corpo- 
rations organized and operated exclu- 
sively for charitable purposes “comprise, 
in general, organizations for the relief 
of the poor,” and provide separate 
definitions of religious, scientific, educa- 
tional, etc., purposes. Thus, they seem 
to countenance the exemption, for ex- 
ample, of a non-charitable scientific or- 
ganization. 

But it is argued that the inclusion of 
the additional statutory words was in- 
tended solely to define the term “‘chari- 
table” in its legal sense as generally 
accepted. Thus, for example, it is con- 
tended that an organization must be 
organized and operated exclusively 
either for scientific purposes which are 
in the event that the 
purposes are. not clearly scientific, for 
purposes which are charitable in the 


also charitable or, 


broad legal sense, i.e., beneficial to the 
community.? 


Can there be a “private” charity? 

It is argued’ that an organization, in 
order to be considered charitable within 
the intendment of the exemption, must 
serve the public interest in essentially 
the same fashion as when public funds 
are properly expended. A presumption 
to this effect exists when the organiza- 
tion is charitable under the law of the 
state in which it is created and admin- 
istered. Accordingly, it is essential that 
such an organization must be a valid 
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charity by the law of such state, thereby 
becoming subject to the jurisdiction of, 
and having its operations supervised by, 
a court of chancery. If the organization 
does not meet this test, the exemption 
may be disallowed for that reason alone, 
without considering the nature of its 
This 


test’’ must be applied by examination of 


actual activities. “organizational 
the articles of organization and by-laws 
rather than by deciarations of its officers. 


The “operating test,” which will be em- 
ployed only if the organization passes 
the “organizational test,” requires that 
the organization must perform services 
which create the legal presumption that 
the public interest is served. 

It is beyond the scope of this paper 
to debate the merits of this position. Of 
importance, for present purposes, are 
the steps which tax practitioners may 
be well advised to take with respect to 
both new and established foundations. 
These include: 

|. The purpose of the organization 
should be stated clearly in the articles 
Non-charitable, i.e., 
limited 
specifically so as to be incidental to the 


of organization. 
business, purposes should be 
general purposes of the organization. 

2. If such is not the case with respect 
to an established organization, ap- 
propriate steps should be taken to re- 
form the stated purpose. 

3. Applications for exemption should 
be accompanied by a brief emphasizing 
the fact that the organization meets the 
“organizational test” herein described. 

t. Consideration should be given to 
having the appropriate state court con- 
strue the instrument by which the or- 
ganization was created and define the 
duties and powers of its officers, and to 
notifying the attorney general of the 
state that the application for exemption 
is being filed. 

Such steps as these should be taken 
in collaboration with, if not with full 
reliance on, competent counsel. 

Now let us consider some of the other 
aspects of charitable organizations and 
trusts. 

Compare cumulative lists published by the I. R. 
S. as of October 31, 1954, and as of June 30, 
1957. 

House Report No. 775, 41, 85th Congress, Ist 
Sess.; Senate Report No. 1983, 95, 85th Cong., 
2d Sess. 

*Reiling, What Is a Charity for Tax Purposes?, 
American Bar Association Journal, June, 1958. 
‘Code Section 501(c) (3). 
Prevention of cruelty to animals and testing for 
public safety are also included. 
*Reg. 118, Section 39.101(6)-1(b). 
Reiling, work cited. 
* Reiling, work cited. 
* Reiling, work cited. 
® Paul, Federal Estate and Gift Taxation (1942) 
1219. 

House Rep. 2319, p. 36; Senate Rep. 2375, p. 

28; 8lst Cong., 2d Sess. 


Code Section 501(c)(3) and each of its 
counterparts since 1913 have required 
that an organization exempt under such 
sections must be organized and operated 
“exclusively” for one or more of the 
specified statutory purposes.9 The word 
“exclusively” appears to be synonymous 
with “solely,” but the courts have liberal- 
ly.construed the word.1° It has been 
recognized that business activities are in- 
evitable to some extent in the manage- 
ment of the funds of a charitable or- 
ganization. 

While the celebrated “destination of 
income” doctrine has been largely de- 
funct since the passage of the Revenue 
Act of 1950, imposing a tax on the un- 
related business income of otherwise 
exempt organizations and upon “feeder” 
corporations, the very existence of such 
a tax connotes Congressional approval 
of some degree of unrelated business 
activity on the part of exempt organiza- 
tions. Indeed, the problem at which 
the tax on unrelated business income 
was directed was primarily that of un- 
fair competition between 
and tax-paying businesses.11 


tax-exempt 


Yet there still remains the possibility 
that the scope and characteristics of un- 
related business activities can cause the 
denial of exemption entirely.12 

It is of interest, therefore, to examine 
two IRS rulings bearing on this point. 
In the first!® a charitable foundation 
having assets of 2x dollars constructed 
and sold 80 houses over a period of 18 
months for the sole purpose of raising 
funds for the support of a church. The 
houses were sold to the church for 40x 
dollars, the cost of construction, plus a 
small commission. At the conclusion of 
this project the foundation did not 
again contemplate engaging in the con- 
struction and sale of houses. The Service 
held that the construction and sale of 
houses by this foundation was an activity 
of such kind and duration as to con- 
stitute an unrelated trade or business 
subject to tax. More importantly, how- 
ever, it held that the foundation in ques- 
tion did not lose its exemption because 
12 Reg. 118, Sec. 39.101(6)-1(d). 

13 Rev. Rul. 55-449, 1955-2 CB 599. 

14 Rev. Rul. 57-313, 1957-2 CB 316. 

1% Code Section 504(a) (3); see Rev. Pro. 56-3%. 
1956-2 CB 1394, for the general standards which 
have~been established; see also Randall Founda- 
tion, Inc. v. Riddell, 244 F.2d 803, (9 Cir. 1957). 
16 Senate Report No. 2375, 81st Congress, 2d Sess. 
38 (1950). 

17 See Barber v. Edwards, 130 F. Supp. 83 (DC, 
Ga. 1955) where the fact that the donor’s wife 
and adult son were two of the three trustees was 
held to be immaterial. 

18 Rev. Rul. 54-164, 1954-1, CB 90. 

19 Lederer v. Stockton, 260 U.S. 3; Emerit E. 
Baker, Inc., 40 BTA 555; Edward Orton, Jr., 
Ceramic Foundation, 173 F.2d 483, (6th Cir. 


1949). 
20 Scholarship Endowment Foundation v. Nicho- 
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of such activity, but with the warning 


that “a foundation which engages in 
the construction and sale of houses as its 
primary activity is not eligible for ex- 
emption, since in that case it would not 
be operated exclusively for charitable 
purposes within the meaning of the sec- 
tion.” In the second ruling!4 a_tax- 
exempt foundation, organized and op- 
erated to conduct and support medical 
and scientific research, operated a medi- 
cal illustration department for the use 
and benefit of medical and educational 
institutions, «as well as an_ electroen- 
cephalography clinic for several hos- 
pitals. Standard commercial and_pro- 
fessional charges were made for the 
services rendered by these activities, the 
volume of which had increased steadily 
since inception. The “gross receipts” of 
the foundation during the year in ques- 
tion were 24x dollars, of which 18x dol- 
lars represented income from these two 
activities. ‘““Disbursements’” were 21x 
dollars and were for salaries, expenses 
incurred in the operations of the depart- 
ment and clinic, research projects and 
miscellaneous operating expenses. The 
Service concluded that the medical il- 
lustration department and the electro- 
encephalographic clinic were operated 
i commercial 
undertakings and that the income de- 


in a manner similar to 


rived therefrom was disproportionate 


when compared with the size and ex- 
tent of its exempt activities. Accordingly, 
the Service held that income derived 
from the operation of the department 
and the clinic were subject to the tax on 
unrelated business income. The Service 
did not raise the question of the founda- 


tion’s basic exemption, although the 


ruling contains a warning that the 75% 
relationship is not to be taken as a 
guide or standard. 

One might infer from these published 
rulings that unrelated business activity 
must be almost the sole source of an 
exempt organization’s income before its 
exemption is placed in jeopardy. On the 
contrary, our experience indicates the 
desirability of discussing specific fact 


las, 106 F.2d 552, (10th Cir. 1939), cert. den. 308 
5S. 623. 

“1 Estate of Annie Sells, 10 TC 692 (A). 

22 Code Section 514. 

%3 Emmanuel N. Kolkey v. Commissioner, 254 F. 

2d 51, (7-Cir.-1958), aff’g. 27 TC 37. --- 

** Mamie R. Farrier, 15 TC 277(A); Rev. Rul. 55- 

138; Rev. Rul. 55-410. 

> Reg. 1.1001-1(e) (1). 

26 Reginald Fincke, 39 BTA 510(A); IT-3335. 

27 Letter ruling issued November 26, 1954. 

28 Rev. Rul. 58-260, IRB 1958-22, p. 11; Rev. Rul. 

58-261, IRB 1958-22, p. 12. 

2° Rev. Rul. 57-328. 

8° Code Section 503(b). 

31 Code Section 503(e). 

®2 Code Section 503(c). 

%3 Reg. 1.503(c)-1(c), Example (4). 

% House Report No. 775, 72, 85th Cong., Ist Sess. 
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situations with Service representatives 
before permitting revenue from unre- 
lated business activities to reach a level 
than 50% 


of an exempt organizé ition’s income teéen 


which will constitute more 
all sources, exclusive of gifts. The Service 
usually takes into account, as a practical 
matter, the relationship of the business 
activity to the statutory activity, in terms 
of the relative amounts of disbursements 
there is a reason 


involved. Nevertheless, 


to be apprehensive if the business ac- 
tivity will involve a substantial amount 
of money in the absolute, regardless of 
its mathematical relationship to chari- 
table grants or expenditures. 

Aside and apart from unrelated busi- 
ness activities, a word of caution is war- 
ranted with respect to the investment 
of an exempt organization’s funds in 
speculative securities. The Service recog- 
nizes that changes in an investment port- 
and necessary to 
yield which 


folio are desirable 
effect the 


mensurate with preservation of the or- 


highest is com- 
ganization’s corpus or capital. However, 
frequent changes and the holding of 
investments for short periods will cause 


careful scrutiny of the organization's 
entire investment policy. It is recog- 
nized that this involves subjective de- 
terminations and presents extremely 
difficult policing and administrative 
problems. 

Let it suffice to say: reasonably 


prudent investment is acceptable—specu- 
lation is not.15 


Benefits to private individual 


The statutory injunction that no part 


of an exempt organization’s earnings 
may inure to the benefit of any private 
in effect, 


an elaboration on the requirement that 


shareholder or individual is, 
the organization be operated exclusively 
for the statutory purposes. 


Grantor-fiduciary relationship 


It is the natural desire of the creator 
foundation or trust to 
beneficiaries of 
his philanthropy. But this natural desire 


of a charitable 


determine the ultimate 


Senate Report No. 1983, 165, 85th Cong., 2d Sess. 

® Code Section 503(c). 

%6 September 2, 1958. 

3%? Technical Information Release No. 79, May 22, 

1958; Reg. 1.503(c)-1(b) (2). 

88 House Report No. 775, 22, 85th Cong., Ist 
s.; Senate Report No. 1983, 50, 85th Cong., 2d 

Sess. 

3° Code Section 503 (a) (2 

4° Code Section 503(d); 

Pro. 57-5. 

#1 Code Section 503(e). 

42 Rev. Pro. 56-33. 

43 Section 301 of HR 8920; House Report No. 

2319, 40, 115; 81st Cong., 2d Sess. (1950). 

#4 Code Section 504. 

*5 Code Section 504(a); Reg. 1.504- Hy se? 

48 Code Section 501 na) (1), (2) and ( 

47 Reg. 1.504-1(c) 


). 
Reg. 1.503(d) (1); Rev. 


December 1958 


has been stimulated by the numerous tax 
advantages 
by sophisticated tax practitioners. In the 
Revenue Act of 1950, the House of 
Representatives attempted to preclude 
some of these advantages by denying de- 
ductions contributor con- 
trolled the foundation, but this stern 
approach was rejected by the Senate.16 
There is no statutory bar to control of 
an exempt organization by its creator,!7 
but in any case where there is a family 
or business relationship between the 
grantor and the trustees or directors of 
the organization, the Service will be 
granting exemption. 
Forms 990A filed by 
such an organization will probably re- 
ceive closer and more frequent scrutiny 


which have been conceived 


where the 


cautious about 


Furthermore, the 


than if such a relationship did not exist. 

It is therefore, 
public representation on the board of 
trustees. This step may also facilitate the 
granting of exemption before the end of 
the organization’s first year of opera- 
tions.18 


desirable, to have 


note that the 
Service concedes the independent status 
of a grantor’s attorney and his account- 
ant. 


It is appropriate to 


Private annuities 

The status of an erstwhile exempt 
organization which pays out part of its 
income in periodic installments to the 
founder or the natural objects of his 
bounty is not subject to any well-defined 
criteria. 

Its exempt status does not appear 
to be affected so long as such payments 
are small by comparison with the re- 
mainder of income which is devoted to 
charitable purposes, particularly where 
property is transferred to the organiza- 
tion subject to the proviso that specific 
payments be made.!® On the other hand, 
the fact that small sums are expended 
for the purposes will not 
qualify such an organization for exemp- 
tion.20 

Where hinge on 
such a subjective appraisal of the facts, 


Statutory 


exemption may 


4S Reg. 1.504-1(c) (1) and (2). 
4° Reg. 1.504-1(d). 
5° Rev. Rul. 54-420. 
5! Rev. Rul. 54-137. 
52 Rev. Rul. 54-227. 
53 Samuel Friedlander ee v. U. S., 144 F. 
Supp. 74 (D.C. N. J. 1956). 
Rev. Rul. 55-674. 
55 Reg. 1.504-1(b) (1). 
56 Reg. 1.504-1(e). 
oT Reg. 1.504-1(f). 
58 Reg. 1.501(a)-1(a) (2); see also Rev. Rul. 54- 


393. 

5° Code Section 511(a) (2) (A); qualified pension 
and profit-sharing trusts and organizations de- 
scribed in Section 501(c)(5) and (6) are also 
subject. 

60 Reg. 1.511-2(a) (3) (ii). 

®1 Reg. 1.501(c) (2)-1(a). 


it seems unwise to jeopardize the status 
of an otherwise qualified organization 
by having it pay annuities to the 
founder or to members of his family. 


Scholarships 


The establishment of trusts or other 
organizations for the purpose of grant- 
ing scholarships has been used as a de- 
vice for obtaining a tax deduction for 
the cost of educating the grantor’s chil- 
dren and relatives. This abuse has led 
to careful scrutiny by the Service of 
such organizations. While a mere prefer- 
ence for relatives has been held not to 
preclude exemption and/or deduction,1 
it is advisable that grants be based upon 
financial need and outstanding ability, 
that independent selection boards and 
college entrance board examinations be 
used, and that an unreasonable number 
of relatives or officers’ and stockholders’ 
children do not receive grants. 


“Bail-outs” 

The advantage of buying a company 
with its own earnings which had been 
transfer to the 
shelter of an exempt organization was 
virtually eliminated by the Revenue Act 
of 1950, denying exemption to feeder 
corporations and taxing unrelated busi- 
ness income. 


rendered tax-free by 


the device 
of siphoning off a major portion of the 
earnings of the taxable feeder corpo- 
ration through the medium of rents, 
royalties and interest. Where there is 
related indebtedness, a part of any 
rentals on real property will be taxable 
to the foundation or other exempt or- 


There remains, however, 


ganization if the lease is for more than 
five years.22 Nevertheless, the 
probably will attack the whole 
age” on the grounds that: 


Service 
“pack- 


The foundation is not engaged in 
charitable activities within the 
templation of Section 501(c)(3); 

The rent 


con- 


and royalties received 
by the foundation from the operating 
company are in reality a return of the 
net profits and should be taxed to the 


®2 Reg. 1.513-1(a) (4). 

Code Section 513(a). 

*4 Code Section 512(b). 

® Reg. 1.512(b)-1(b). 

° Reg. 1.512(b)-1. 

7 1954-2 CB 128. 

®8 Cited at footnote 23. 

ad 9 G. Carter Foundation v. U.S., D.C. Tex., 
1/31/68. 

7Code Section 7805 (b). 

7 Rev. Rul. 54-146. 

72 Automobile Club of Michigan v. Commissioner, 
353 U.S. 180. 

7 Lesavoy Foundation v. Commissioner, 228 F.2d 
589, (3rd Cir. 1956), reversing 25 TC 924. 
™4Code Section 6501(g) (2). 

7 The Supreme Court held that this was not the 
ease under the 1939 Code; Automobile Club of 
Michigan, cited at footnote 72. 
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foundation as unrelated business in- 
come; 

3. An organization using income to 
retire indebtedness incurred in the ac- 
quisition of income-producing property 
is accumulating income within the mean- 
ing of Section 504, perhaps unreason- 
ably; and 

t. If interest income is a substantial 
factor, the interest of the 
operating company will be placed in 
“thin 


deduction 
question on incorporation”’ 
grounds. 

Chis arrangement will be particularly 
vulnerable if the “sellers” continue to 
manage and control the enterprise.?% 

The donor of property which has a 
fair market its ad- 
justed basis in his hands is allowed a 


value in excess of 


charitable contribution deduction equal 
to such fair market value, and is not 
taxed on the increment of appreciation 
provided the amount is within the sta- 
tutory limits for such a deduction.?4 
Likewise, a taxpayer who sells property 
to a 


charitable for an 


less than fair market value is 


organization 
amount 
allowed a deduction for the difference 
and realizes taxable gain on the sale only 
if and to the extent that the selling 
price exceeds the adjusted basis in his 
hands.25 But problems arise when the 
property transferred is pledged as col- 
lateral for indebtedness. 

Here the Service attempted to revive 
an approach which it long ago aban- 
doned in gift tax cases,?6 i.e., that the 
transaction should be considered as hav- 
that 
between the two. 


ing two components and basis 


should be allocated 
Thus, it was held that, where a taxpayer 
donated stock which had cost $1,100 and 
was currently worth $3,100, on which he 
had borrowed $1,100, and the charitable 
organization subsequently paid his in- 
debtedness, the taxpayer was entitled to 
a deduction of $2,000 for his contribu- 
tion and realized ordinary income of 
$709.68.27 This incon- 
sistent with that which was accorded if 
the stock had been sold to the charitable 
organization for $1,100, i.e., with a de- 
duction of $2,000 and no taxable in- 


treatment was 


come. Recent discussions with Service 
representatives indicate that it no longer 
contends that basis should be appor- 


but that it still contends that 
ordinary income results if the indebted- 
ness exceeds basis. This position is ap- 
parently based on the proposition that 
there is no sale or exchange which could 
qualify for capital-gain treatment. 

In reviewing the Forms 990A filed by 


tioned, 


so-called “private” foundations, the Serv- 
ice will look for evidence of prearranged 
sales immediately following transfer of 
the property to the foundation. If such 
evidence is found, the sale may be at- 
tributed to and income taxed in the 
hands of the donor. Moreover, if a 
foundation’s sales of donated property 
are frequent, the Service may contend 
that such activity constitutes engaging 
in a trade or business to such an extent 
that the organization’s exemption is 
placed in jeopardy. 

The Service has approved gifts of un- 
divided interests in property in succes- 
sive years as a means of obtaining the 
maximum allowable deduction in each 
year.28 


Section 306 stock 


To help prevent the distribution of 
corporate earnings at capital-gains rates, 
Code Section 306 provides in substance 
that preferred stock issued as a dividend 
or in a reorganization shall be “tainted” 
in the hands of the recipient or his 
donee, i.e., gain on disposition or re- 
demption shall be taxed as ordinary in- 
come. However, the Service has agreed 
that taxable income is not realized by a 
donor when such stock is given to a 
charity and that a charitable contribu- 
tion be taken for the 
value of the stock so donated.?9 If the 


deduction may 
charity sells such stock to a third party, 
the “taint” will no longer exist. 

The Service will scrutinize such trans- 
actions closely to ascertain whether there 
was a prearranged plan to redeem the 
stock, whether the foundation was or- 
ganized primarily for the purpose of re- 
ceiving and disposing of such stock, and 
to determine the substantiality of such 
transactions by comparison with the sta- 
tutory activities of the organization. 


Prohibited transactions 


Section 503 of the Code provides that 
exempt status shall be lost if certain 
not effected at 
length. The provisions of this section 


transactions are arm's 
are applicable both to employees’ trusts 
described in Code Section 491(a) and 
to organizations described in Section 
501(c)(3), with certain important ex- 
ceptions.3° The effect of 
these exceptions is to limit the target 
of these rules to privately supported 
conduit-type organizations. In general, 
the transactions which are scrutinized 
are those between the organization and 
a substantial donor, his family, or his 
controlled corporation.3! Of the six cate- 


substantial 
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gories of prohibited transactions,3? the 
one of most current interest is that in- 
volving loans made without the receipt 
of adequate security and a reasonable 
rate of interest. 

First, it should be emphasized that, 
despite the statutory use of the conjunc- 
tive form, both the IRS83 and the Con- 
gress?4 consider that such a loan con- 
stitutes a prohibited transaction either 
if made without adequate security or 
without a reasonable rate of interest. 

Second, we now have legislation speci- 
fying the circumstances under which em- 
ployees’ trusts may invest in employers’ 
debentures without running afoul of the 
rules regarding adequate security. 

Section 30 of the Technical Amend- 
ments Act of 1958 adds a new subsec- 
tion (h) to Code Section 503 which pro- 
vides, in substance, that acquisition by 
qualified pension and _ profit-sharing 
trusts of the bonds, debentures, notes, or 
other evidence of indebtedness of ‘“‘con- 
demned_ persons’’*5 shall not be con- 
sidered as loans made without receipt 
of adequate security and, thus, as pro- 
hibited transactions, if: 

1. Acquired at a price not less favor- 
able than the market price; 

2. Not more than 25% of any issue 
is held by the trust and at least 50% 
is held by persons independent of the 
issuer; and 

3. Not more than 25% of the assets 
are invested in all obligations of all 
“condemned persons.” 

These provisions are retroactively ap- 
plicable to all taxable years ending after 
March 15, 1956, but in applying them to 
loans made prior to the date of enact- 
ment®6 the 25% and 50% rules shall be 
deemed to have been satisfied as of the 
time the obligations were acquired if 
they are satisfied as of the date of enact- 
ment. retroactive 
effective date does not negate the Serv- 


Furthermore, the 


ice’s postponement of the application 
of the Regulations defining ‘adequate 
security.”’37 

These provisions are intended pri- 
marily to ameliorate the problem con- 
fronting large pension and profit-sharing 
trusts which traditionally have invested 
in the unsecured bonds of the employer 
corporation.38 The character of and ad- 
gained from exempt 
foundations do not.lead generally to this 
type of investment, However, there are 
indications that the Service will use no 
stricter standards in ‘applying the “ade- 
quate security” regulations to loans 
made by Section .501(c)(3) organizations 


vantages to be 
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than those now prescribed by law for 
Section 401(a) trusts. 

With one important exception, an 
exempt organization which has engaged 
in a prohibited transaction loses its 
exemption beginning with the taxable 
year following the year it receives notifi- 
cation from the Commissioner. Denial of 
exemption may be retroactive if it is 
determined that the prohibited trans- 
action was entered into with the purpose 
and effect of diverting a substantial part 
of corpus or income.3® Exempt status 
may be regained, but not until at least 
one year has been taxable, if the Com- 
missioner is satisfied that the organiza- 
tion will not knowingly again engage in 
a prohibited transaction.4° A contribu- 
tion made to an organization which has 
had its exemption revoked prospective- 
ly pursuant to these provisions will not 
be allowed as a deduction if made dur- 
ing a year in which the organization 
is taxable. In the case of retroactive 
revocations, the party to whom or for 
whose benefit the corpus was diverted 
shall have his contributions disallowed 
retroactively.41 The Service has an- 


nounced its unwillingness to rule in 
advance on many of the questions which 
arise in connection with prohibited 


transactions.42 It is wise, therefore, to 
obtain independent appraisals and opin- 
ions prior to the consummation of trans- 
actions between exempt organizations 
and their 


creators or principal bene- 


factors. 


Unreasonable accumulation of income 
rhe legislative history of the Code sec- 
tion dealing with accumulation of in- 
come by charitable organizations reflects 
clearly the opinion that such funds 
should be distributed for the statutory 
purposes as currently as practicable. The 
Revenue Bill of 1950 as passed by the 
House would have taxed all income not 
one-half 


months after the end of a taxable year, 


distributed within two and 
with exceptions for limited reserves and 
for specific projects.43 This stern view 
was modified in conference, with the re- 
sult that more flexible, but at the same 
time less predictable, standards now 
apply.*4 

Ihe provisions on accumulation apply 
generally to the same privately sup- 
ported, conduit-type Section 501(c)(3) 
organizations which are governed by the 
prohibited transactions 
Code Section 503.45 

While the injunction against accumu- 
lation of income by an exempt organiza- 


provisions of 


December 1958 


tion is three-pronged,*® the first require- 
ment is the most troublesome, i.e., the 
accumulation shall not be “unreasonable 
in amount or duration” to carry out the 
statutory purpose. The Regulations state 
that income for this purpose is to be de- 
termined in the same manner as the 
earnings and profits of a corporation.47 
The only guidance provided as to “un- 
reasonableness” is that the accumulation 
of net capital gains generally is to be 
disregarded.48 Otherwise, the determina- 
tion must be made “from all the facts.’’+9 

Contrary to the belief of some, the 
sound and conservative manner in which 
income may be reinvested does not in 
any way affect the question of whether 
the accumulation is unreasonable. Earn- 
ings used to repay indebtedness, thereby 
increasing an organization’s equity in its 


property, are nonetheless “accumulated” 
within the meaning of this section.5° 
What latitude, then, is permitted a 
subject organization in the accumulation 
of its income? It has been determined 
than an organization which had just re- 
ceived a large donation could accumu- 
late income for three years in order to 
ascertain what standards it should adopt 
to distribute its funds wisely.5! It has 
been deemed appropriate for an organi- 
zation to restore the amount by which 
its capital had been invaded for the pur- 
pose of making donations by accumulat- 
ing capital gains and a small portion of 
its dividend and interest income for 19 
years.52 It has held that a_pro- 
$500,000 


medical building for a university made 


been 
gram for construction of a 
it appropriate for an organization io 
make no distributions for a period of 
as much as eight years under the cir- 
cumstances there pertaining.53 The Serv- 
deduction on 
Form 990A of long-term unconditional 


ice has authorized the 
grants, reserving the right to review the 
situation “under all of the facts.’’54 
Where 
longer than a year is deemed advisable, 
it is recommended that the IRS be asked 
to grant permission in the form of a 


accumulation of income for 


ruling. The request for such a ruling 
should state: 

1. The purpose and dollar goal; 

2. Funds currently available; 

3. The likelihood of funds’ becoming 
available from contributions; and 

4. The time estimated to reach the 
dollar goal. 

If an organization has inadvertently 
allowed itself to become vulnerable to a 
finding that it has unreasonably ac- 
cumulated its income, it is recommended 


that it commence the distribution of 
all of its current income, and that its 
trustees commit the organization to dis- 
tribute the accumulation ratably over 
no more than a four-year period. 

A determination by the Commissioner 
that income has been unreasonably ac- 
cumulated will result in the retroactive 
denial of exemption for each year in 
which such unreasonable accumulation 
existed.55 An organization which has so 
lost its exempt status may re-establish 
its right to exemption by filing a new 
Form 1023, accompanied by evidence 
that the circumstances which caused the 
loss of exemption no longer exist and 


by a written declaration that the or- 
ganization will not knowingly again 


violate the provisions of Section 504.5% 
Section 504 contains no specific refer- 
ence to the disallowance of contributions 
made to an organization which loses its 
exemption, as does Section 503 with 
respect to prohibited transactions, and 
the Regulations provide that contribu- 
tions otherwise allowable as deductions 
shall not be disallowed where exemption 
is denied solely by reason of the pro- 
visions of Section 504.57 (This statement 
leaves the Service in a position to dis- 
allow contribution deductions in cases 
where it attacks exemption not only 
under Section 504, but also under the 
“organized and operated exclusively” re- 
quirement of Section 501(c)(3)). 

It is not uncommon for a charitable 
organization to receive a letter from the 
District Director noting with disfavor 
that grants have been made to organiza- 
tions which, although qualifying, have 
not yet been granted Section 501(c)(3) 
exemptions, and containing the admoni- 
tion that its exemption may be revoked 
if the practice continues. There is no 
provision to this effect either in the law 
or in the Regulations. However, it 
should be noted that neither is there a 
statutory requirement that any organiza- 
tion which in fact meets the require- 
ment of Section 501(c)(3) nevertheless 
must receive the Commissioner’s ap- 
proval before it becomes tax-exempt. 
Despite this absence of a statutory <e- 
quirement, the Regulations®® make the 
Service’s approval a condition precedent 
to exemption. It must be recognized 
also that this is probably the only way 
in which the Service can practicably per- 
form its administrative duties with re- 
spect to the multitude of exempt or- 
ganizations. 

Accordingly, it is 


advisable that 


trustees or directors obtain a copy of the 
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Service’s ruling before making a grant 
to another organization and that they 
check the lists published by the Service 
of organizations which have had their 
exemptions revoked. 


Tax on unrelated business income 

\s stated previously herein, exempt 
organizations were made subject to tax 
on their unrelated business income by 
the Revenue Act of 1950 primarily to 
eliminate their competitive advantage in 
the marketplace. All Section 501(c)(3) 
organizations, other than a church or 
association or convention of churches, 
are subject to tax of such income.59 A 
religious order or other religious organ- 
ization is not exempt from this tax un- 
less it is an integral part of a church 
and its duties include ‘the ministration 
of sacerdotal functions and the conduct 
of religious worship.”6° A_ title-holding 
corporation otherwise exempt under Sec- 
tion 501(c)(2) is, 


to the tax on business lease income im- 


nevertheless, subject 


posed by Section 514 if its income ‘s 
turned over to an organization which is 
itself subject to the tax imposed by Sec- 
tion 511, or to a church or convention 
or association of churches.®1! 

Ordinarily, a trade or business is sub- 
stantially related to the activities for 
which an organization is granted exemp- 
tion if the principal purpose is to further 
other than through the production of 
income) the purpose for which exemp- 
tion was granted. The regulations con- 
tain several examples taken, for the most 
part, from previously issued rulings.®* 
Che statute specifically excludes certain 
activities, chief among which is a trade 
or business carried on primarily for the 
convenience of an organization’s mem- 
bers, students, patients, etc.®3 

Unrelated business income does not 
include so-called “passive” income—divi- 
dends, interest, annuities, royalties, rents 
(other than those covered by Section 
514) and gains from the disposition of 
property other than (a) property held 
primarily for sale to customers in the 
ordinary course of business and (b) stock 
in trade or inventory property—and in- 
come from certain types of research.%4 
Excludible royalties include overriding 
royalties and in-oil payments, but do 
from a 
working interest with respect to which 


not include income received 
the owner is not relieved of his share 
of development costs by the terms of an 
agreement with an operator.® 
\ttention has been devoted previously 
herein to the fine line which separates 


the payment of tax on unrelated busi- 
ness income and the complete loss of 
exemption because the organization is 
determined not to be organized and 
operated “exclusively” for the statutory 
purposes. The solution which first sug- 
gests itself is the separate incorporation 
of the unrelated business activities of an 
otherwise exempt organization. In addi- 
tion, by having such subsidiary pay 

interest, the 
unrelated business income 


rents, royalties and/or 
amount of 
tax can be minimized. The Regulations 
meet this device, using rents as an ex- 
ample, by stating that, “if a payment 
termed ‘rent’ by the parties is in fact a 
return of profits by a person operating 
the property for the benefit of the tax- 
exempt organization or is a share of the 
profits retained by such organization as 
a partner or joint venturer, such pay- 
ment is not within the exception for 
rent.”’66 This principle has been invoked 
rents and 
royalties in Rev. Rul. 54-420,87 which 
also held that 


previously with respect to 


exemption would be 
denied to a foundation which acquired 
all of the outstanding stock of a business 
corporation, dissolved the corporation 
and sold, leased, or licensed the assets 
to an operating company, receiving a 
substantial portion of the profits of such 
operating company and using those 
profits to liquidate the indebtedness in- 
curred in acquiring the business. In ad- 
dition, this ruling pointed out that the 
sale to the foundation might be ignored 
and capital gains treatment denied to 
the seller. 

Although the Government won the 
Kolkey case,®8 which involved a particu- 
larly flagrant set of facts, it received a 
set-back recently in the case of Amon 
G. Carter Foundation,®® where its attack 
was limited to the assertion that the 
foundation was taxable on unrelated 
business income. In this latter case cer- 
tain oil payments, oil and gas leases and 
related equipment, machinery and sup- 
plies which had been conveyed to the 
foundation by its creators in 1947 were 
sold in 1950 to a newly organized wholly- 
owned subsidiary of the foundation for 
approximately $2.5 million, of which 
$50,000 was received in cash and the 
remainder was payable in installments, 
bearing 4% interest, over a period of 
five years, with the foundation reserving 
certain overriding royalties. This sub- 
sidiary had capital stock of $100,000 
which had been acquired by the founda- 
tion for cash. The Commissioner asserted 


substantial deficiencies for the 


years 


Tax-exempt institutions * 353 


1951-1955 against the foundation, taking 
the position that the subsidiary had no 
separate existence and that the founda- 
tion’s situation with respect to the prop- 
erties and the income therefrom was the 
same as that existing prior to the sale. 
The court disagreed with this view and, 
without that the 
foundation be refunded the tax which 


opinion, ordered 
it had paid. The Government has de- 
cided not to appeal this decision. 

It should be observed that, although 
the properties originally conveyed to this 
foundation by its creators were then en- 
cumbered by a lien to secure a large in- 
debtedness owing by such creators, and 
although the foundation assumed such 
indebtedness in consideration of the 
conveyance, the debt was promptly 
liquidated by the sale of a part of the 
properties and not through the use of 
funds derived from earnings. 

It is not clear why the Government 
did not attack on “thin incorporation” 
grounds the interest deduction taken by 
the subsidiary. 

This potential hurdle can be sur- 
mounted, in many cases, by judicious 
use of rents, royalties and interest to 
minimize the incidence of tax on the 
subsidiary’s income. Nevertheless, it is 
clear that a favorable advance ruling 
cannot be obtained with respect to such 
an arrangement. 


Retroactive revocation of exemption 

The Secretary, or the Commissioner 
with the approval of the Secretary, may 
prescribe the extent, if any, to which 
any ruling, regulation, or Treasury De- 
cision relating to the Internal Revenue 
laws shall be applied without retroactive 
effect.7 

It is the general policy of the IRS to 
limit the revocation of a ruling with re- 
spect to an organization previously held 
to qualify under Section 591 to a pros- 
pective application only, if the organiza- 
tion has acted in good faith in reliance 
on the ruling issued to it and if retro- 
active revocation would be to its detri- 
ment. The ruling will not be considered 
controlling where there has been a ma- 
terial misstatement of a material fact or 
where the operations of the organization 
are conducted in a manner materially 
different from that represented.” 

Where the Commissioner announced 
in 1943 that he had made a mistake of 
law in issuing exemption rulings to auto- 
mobile clubs and uniformly denied ex- 
emption to such clubs -effective from 
1943, it was held that he did not abuse 
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his discretion when he notified one such 
club in 1945 that its exemption was re- 
voked retroactive to 1943.72 

However, where the Commissioner at 
the end of 1951 revoked an individual 
ruling retro- 
active to 1946 on the ground that the 


foundation’s exemption 
foundation (a) had departed from its 
exempt purpose and was used in part 
as a means of furthering business enter- 
prises in which the donor was interested, 
and (b) had not disclosed all of the facts 
pertaining to its operations, it was held 
that such retroactive revocation exceeded 
the bounds of permissible discretion.7$ 
The basis upon which the Tax Court 
had sustained the Commissioner was that 
the foundation, after exemption had 
been granted, had purchased a spinning 
mill for the primary purpose of provid- 
ing the grantor’s enterprises with a ready 
source of cotton yarn when it was in 
short supply and that this information 
regarding such acquisition contained in 
the Forms 990 filed by the foundation 
did not constitute the required notice to 
the Commissioner. The circuit court did 
not find it necessary to decide the ques- 
tion of qualification for exemption (al- 
though it described the Commissioner's 
theory as a debatable one at best), be- 


New decisions on 


cause it found that the foundation had 
disclosed all pertinent facts on _ its 
Forms 990 except the fact that it sold 
part of its yarn production (at market 
prices) to the textile enterprises owned 
by its founder and his family. Since the 
tax liability asserted against the founda- 
tion was so large that it would have 
wiped it out of existence, the court re- 
fused to sustain the retroactive revoca- 
tion of exemption. 

The severity of retroactive revocation 
consequences has been softened by the 
1954 Code provision’ that the filing of 
the required information return starts 
the running of the statute of limita- 
tions.75 

This general 
Service policy against retroactive revo- 


provision and the 


cation provide a substantial measure of 
protection to an organization which has 
been granted exemption. Nevertheless, it 
seems prudent to follow the practice of 
full disclosure in the preparation of in- 
formation returns. 

The foregoing discussion is not rele- 
vant to cases in which exemption is 
solely of prohibited 
transactions or unreasonable accumula- 


denied because 


tion of income, which have been dealt 
with previously herein. w 





Contributions to township sewer and 
deductible. 
contributed to Township of Falls Au- 


water authority Amounts 
thority, which is constructing and op- 
erating a sewer and water system for the 
township, are deductible as made to a 
political subdivision of a state. Rev. Rul. 
58-473. 


May make gift of future one-half in- 
terest in art object. The IRS previously 
ruled (Rev. Rul. 57-293) that a deduc- 
tion is allowable for a gift to a charitable 
organization of a remainder interest in 
an art object, the donor having re- 
served a life estate. It now rules that a 
donor who makes such a gift, limited 
however to an undivided one-half in- 
terest, is entitled to deduct as a chari- 
table contribution the present value of 
interest. Rev. 


the one-half remainder 


Rul. 58-455. 


Co-op in vertically integrated poultry 
venture won't lose exemption. The IRS 
rules on the tax status of a poultry mar- 
keting co-operative which markets poul- 
try raised by local growers under con- 


exempt institutions 


tract with large feed dealers. The dealers 
supply the chicks, their food and medi- 
cines, etc., and the grower contracts to 
raise them under specified conditions 
and turn them over to the co-op for 
Profit, after deduction of 
all the dealers’ costs, is divided equally. 


marketing. 


At issue is the question whether the 
dealers are producers; the co-op would 
lose its tax exemption if it served other 
than producers. The IRS analyses the 
transaction between the dealer and the 
grower and finds that they are tenants in 
common of the poultry and therefore are 
both producers. The co-op does not lose 
its exemption by handling this poultry. 
Rev. Rul. 58-483. 


Charity has unrelated business income 
from farm. By his will a testator created 
a charitable trust and among the prop- 
erties so bequeathed were farms and 
orchards. Income derived from the op- 


eration of the farms by employees of the 
charitable trust is taxable as unrelated 
business income. They are profit-making 
commercial enterprises. However, the 
proceeds from a lease of a portion of 


the farm to a tenant, where the trust is 
neither joint venturer nor a_ partner, 
constitutes rent and, as such, is not tax- 
able as unrelated business income. Rev, 
Rul. 58-482. 


Civic group to protect residential area 
is not for exclusively public purposes. 
Contributions to a civic organization 
having as its objective the mainten- 
desirable residential com- 
munity and effective opposition to the 
establishment in the area of business in- 


ance of a 


terests are not deductible. The organiza- 
tion, in protecting the private interests 
of its members, cannot be said to be 
operating for exclusively public pur- 
poses. Rev. Rul. 58-464. 


Exemption applications to 
be open for inspection 


Tue IRS has announced that approved 
applications for exemption and support- 
ing papers will be made available for 
public inspection beginning Monday, 
November 3, 1958, in Room 1318 of the 
IRS Building, 12th Street and Constitu- 
tion Avenue, N.W., Washington, D. C. 
Outside of Washington, approved appli- 
cations filed on and after September 2, 
1958, without supporting papers, will 
be available in the offices of the District 
Directors. 

Public Law 85-866 of September 2, 
1958, opens these applications, provided 
national defense is not adversely affected 
and trade secrets are not divulged, to 
public inspection. Such inspections may 
take place only in the presence of au- 
thorized IRS employees during regular 
business hours and the material may not 
be removed. The Regulations also au- 
thorize a limitation on the number of 
applications one person may examine at 
any one time. w 


Ohio’s experience in 
financing compensation 


A NEW BOOK describing Ohio’s 20-year 
experience on Financing Unemployment 
Compensation has just been released 
by the Bureau of Business Research of 
Ohio State University, Columbus. Of in- 
terest mainly to scholars and adminis- 
trators, the book is also important to 
large taxpayers. The authors are Edison 
L. Bowers and Paul G. Crain of OSU, 
and William Papier of the Ohio Bureau 
of Unemployment Compensation. The 
book is 314 pages,..contains numerous 
charts and tables, and costs $4. * 
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Farmer’s inventory problem at death, 


confused by Linde decision, clarified 


by J. NELSON YOUNG 


Recent Revenue Ruling 58436 dispels the fog created by the Ninth Circuit in its 


Linde decision. This very helpful Ruling applies the “closed transaction” concept 


to determination of tax treatment of money received from sale of such inventories, 


and provides a workable rule. Mr. 


Young discussed the Linde decision in these 


pages when it came down, and he now carries forward his evaluation of the prob- 


lem by showing how the new Ruling works. 


[’ WILL BE RECALLED that the Lindel 
decision, rendered by the Ninth Cir- 
cuit court of appeals in 1954, created 
considerable doubt as to the proper 
treatment of inventories of livestock and 
crops held by a cash-basis farmer at 
death.2 Although the correct result was 
reached in that case,? the court, by 
dictum, declined to recognize the prin- 
ciple laid down in the earlier Burnett 
case and intimated its acceptance of the 
should be 


inventories 


proposal that Section 691 


construed to bring these 
within the scope of “income in respect 
of a decedent.’5 This extension of Sec- 
tion 691 would result in taxing as or- 


dinary income the entire proceeds 


realized by the estate or beneficiaries 
upon liquidation of inventories of cattle 
and grain held by a cash-basis farmer. 
The 
stitute “property” acquired from the de- 


cedent, which takes a date-of-death value 


issue is whether these items con- 


as basis under Section 1014, or whether 
they are to be treated as “rights to re- 
ceive” “items of gross income” within 
the provisions of Section 691.7 

Linde 
case has been finally dispelled by Rev. 


Rul. 58-436,8 in which the Service ad- 


The fog engendered by the 


heres to the Burnett decision and adopts 
the “closed transaction” requirement in 
determining whether a particular item 
constitutes income in respect of a dece- 
dent. In its ruling, the Service holds that 
the following items includible in a de- 
ceased cash-basis farmer’s estate at death 
constitute “property” and not “income 
in respect of a decedent”: 


1. cattle, and harvested crops, whether 
raised by the decedent or received as 
crop shares from his tenant; 


2. unharvested crops on lands farmed 


by the decedent.® 

Rev. Rul. 58-436 does not deal spe- 
cifically with the treatment of unhar- 
vested crops on land leased by a cash- 
basis decedent on a crop share basis. 
However, the rationale of the situation 
involving crop shares on hand at the 
date of death does not appear to apply; 
and the entire crop rental (when re- 
duced to cash or its equivalent) may well 
be reportable by the heirs as “income in 
respect of the decedent,” since (unlike 
the situation involving crop shares on 
hand) he owned a right to receive them. 

With this administrative declaration, 
Section 1014 will apply and the income 
tax basis of these items will be deter- 
mined by the valuation established for 
purposes of the estate tax. Since Section 


1213 F.2d 1 (9th Cir. 1954), cert. denied, 348 U.S. 
871 (1954). 

2Young, Linde Decision Confuses Tax Treat- 
ment of Cash-Basis Decedent’s Inventory, 4 
JTAX 160 (1956). 

3In the Linde case, the decedent, a cash-basis 
farmer, owned and operated vineyards. Prior to 
his death, he delivered wine grapes to var- 
ious co-operative marketing associations of 
which he was a member and took an undivided 
percentage interest in the respective wine pools 
which entitled him to share in the net proceeds 
to be derived from subsequent marketing of the 
wine. By the terms of the marketing agreements, 
the co-operatives were authorized to exercise all 
rights of ownership with respect to the wine. 
Following the decedent’s death, his interests in 
some of the wine pools were distributed to his 
sole legatee, who received his share of the pro- 
ceeds upon liquidation. It was held that these 
sums constituted “income in respect of a dece- 
dent” taxable to the legatee as ordinary income 
under Section 126 of the 1939 Code (1954 Code, 
Sec. 691). The basis for the court’s decision is 
stated in the following language: “No act or 
thing taken or performed by the taxpayer oper- 
ated to procure or to give rise to this payment. 
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691 is inapplicable, no income tax de- 
duction will be allowed for estate taxes 
paid with respect thereto. In the par- 
ticular situation submitted for a ruling, 
the executor elected the optional valua- 
tion date under the estate tax and dis- 
posed of the property during the one 
year interim. The crops were fed to the 
cattle and the fattened cattle were sold. 
Under these circumstances, the Service 
held that the value of the respective 
items at the date of disposition—the 
crops, at the date of feeding; the cattle, 
at the date of sale—governed for pur- 
poses of the estate tax. Since the amount 
received upon sale of the cattle estab- 
lished their basis, no taxable gain was 
recognized upon their disposition. Al- 
though the value of the crops was in- 
cludible in the gross estate, an offsetting 
deduction was allowed in an equal 
amount for feed as an administration ex- 
pense under Section 2053.10 

Rev. Rul. 58-436 does not clear up 
similar problems in the case of an ac- 
crual-basis farmer. Cattle, of course, are 
includible in inventory as of the date 
of death for income tax purposes of the 
decedent, as are harvested crops. Crop 
shares are not includible according to 
Rev. Rul. 56-496; and they do not ap- 
pear to be “income in respect of the de- 
cedent” as far as the heirs are concerned 
for the same reason set forth in Rev. 
Rul. 58-436 in the of cash-basis 
farmers, namely: ‘““The decedent having 
owned crops received from tenants as 
rent for farm lands at ‘the time of his 
death, did not own a right to receive in- 
come, but merely held an asset which he 
had an election to convert into money 
or its equivalent, or possibly use in its 
present form.” Unharvested crops on 
lands farmed by the accrual-basis dece- 
dent are not held for sale to customers 
in the ordinary course of business and 
are not properly includible in inventory 


case 


Such payments had their source exclusively in 
the decedent’s contract and arrangement with 
the co-operative associations.” 213 F.2d at 4 
(emphasis added). 

42 TC 897 (1943), appeal dismissed upon mo- 
tion by the Commissioner (5th Cir. July 7, 
1944), acq., 1944 Cum. Bull. 4. The Burnett case 
arose under the provisions originally added by 
the Revenue Act of 1934, which required that a 
decedent’s last return should include all income 
“accrued up to the date of his death,” irrespec- 
tive of his established method of reporting in- 
come. The Tax Court concluded that inventories 
of livestock and crops held by a cash-basis~farm- 
er at death were not accruable under these pro- 
visions since there had been no disposition of 
the property — sale or exchange — prior to the 
decedent’s death. The court stated at page 903: 
“‘We have here simply the ownership of certain 
livestock and farm products which had been pro- 
duced by the decedent . . . during his lifetime. 
This property had not been sold or exchanged by 
decedent at the time of his death. It was simply 
owned. No one was indebted to him for its fair 
market value or any part thereof.” 

5 Note, Income in Respect of Decedents: The 
Scope of Section 126, 65 Harv. L. Rev. 1024 
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as of the date of death for income tax 
purposes. In turn, the heirs need report 
as income only the excess of the eventual 
selling price over the date-of-death value 
of such crops (and if the crops are har- 
vested and fed, such date-of-death value 
Un- 
harvested crops on lands leased by the 


is deductible as feed expenses). 
decedent on a crop share basis are not 
includible in inventory as of the date of 
death for income tax purposes; but the 
entire crop rental (when reduced to cash 
or its equivalent) may well be reportable 
by the heirs as “income in respect of the 
decedent”, since (unlike the situation 
where crop shares had already been re- 
ceived) he owned a right to receive them. 

The position taken by the Service in 
Rev. Rul. 58-436 
surprise. In fact, this ruling was clearly 


does not come as a 


foreshadowed, first, by the change of 


position by the Service in 1955 with re- 
spect to inter vivos gifts of cattle and 
farm produce and, second, by the final 
Regulations issued under Section 691. In 
1948, the Service ruled that, under the 
Horst doctrine, a farmer-donor of cattle 


(1952). The thesis of this proposal is that Sec- 
tion 691 (formerly, Section 126) should be con- 
strued to apply to recurring business income re- 
ceived by the estate or beneficiaries after the de- 
cedent’s death whether derived from the dece- 
dent’s personal services or from inventories held 
by the decedent for sale in the ordinary course 
of business. 

® This follows since the cost of producing these 
items will have been deducted as a business ex- 
pense by the decedent. 

7 These two sections, of course, are mutually ex- 
clusive. 1954 Code, Section 1014(c). 

81958 Int. Rev. Bull. No. 35, at 8. 

® The ruling concludes: “Accordingly, for Federal 
income tax purposes, it is held that livestock and 
farm crops (harvested or unharvested, raised by 
a decedent prior to his death or received from 
tenants as rent for farm lands, held for sale or 
for feeding purposes) which a decedent, who had 
reported his income on the cash method of ac- 
counting, owned at the time of his death, con- 
stitute items of property or inventory and not 
rights to, or items of, income in respect of a 
decedent.” 

10 The personal representative might, of course, 
elect to take an income tax deduction for this 
item of administration expense. 1954 Code, Sec- 
tion 642(g). Treas. Reg. Section 1.212-1(i) 
(1957). Where the date-of-death value is elected, 
and fattened cattle are sold during the course of 
administration, a question arises over deducti- 
bility of feed (including crops on hand at date 
of death, growing or otherwise) as an “ex- 
pense of administration.” It has been held that 
expenses incurred in the operation and main- 
tenance of a farm by the executors, including 
disposition of cattle over a period necessary to 
make the most advantageous private sales, were a 
“necessary incident of liquidation” and allow- 
able as an “expense of administration” for estate 
tax purposes. Estate of Fannie R. Brewer, 17 
BTA 704. However, the court intimated that its 
decision might have been different if the opera- 
tion of the farm had been “as a business and the 
source of taxable income which was not within 
the taxable estate,” rather than in the liquida- 
tion of the business. See also Adams, 110 F.2d 
578 (8th Cir. 1940). (All but one of the ex- 
penses were for collection and protection of the 
estate or for realization of the assets.) 

UIT 3932, 1948-2 Cum. Bull. 7. The Service had 


December 1958 


or produce should be deemed to realize 
the 
gift.11 In the face of a series of adverse 


income upon consummation of 


court decisions, the Service retreated 
from this position and recognized that 
the Horst doctrine did not apply; that 
there was no assignment of income—no 
gift of a right to income—in the absence 
of a prior sale of the property by the 
donor.!2 The same rationale applies in 
the 691 


respect to interests transferred at death. 


construction of Section with 


The final Regulations promulgated 
691 


principle is applicable with respect to 


under Section recognize that this 
inventories of cattle and crops, harvested 
and unharvested, held by a cash-basis 
farmer at death. This is amply demon- 
strated by the following excerpt: 

“A owned and operated an apple 
orchard. During his lifetime, A sold and 
delivered 1,000 bushels of apples to X, 
a canning factory, but did not receive 
payment before his death. A also entered 
into negotiations to sell 3,000 bushels of 
apples to Y, a canning factory, but did 
not complete the sale before his death. 
After A’s death, the 
payment from X. He also completed the 
sale to Y 1,200 
bushels of apples on hand at A’s death 


executor received 


and transferred to Y 


and harvested and transferred an addi- 
tional 1,800 bushels. The gain from the 


previously issued a similar ruling with respect 
to gifts of produce to charity. IT 3910, 1948-1 
Cum. Bull. 15. 

12 Rev. Rul. 55-531, 1955-2 Cum. Bull. 520 follow- 
ing Elsie So Relle, 22 TC 459 (1954), acq., 1955-1 
Cum. Bull. 6, and Estate of W. G. Farrier, 15 
TC 277 (1950), acq., 1955-1 Cum. Bull. 4 and 
revoking IT 3932. See also Rev. Rul. 55-138, 
1955-1 Cum. Bull. 223, revoking IT 3910 (gifts 
to charity). 

18 Treas. Reg. Section 1.691(a)-2(b), Example 
(5), illustration (1) (1957). The examples in- 
cluded in the Regulations are premised on the as- 
sumption that the decedent was on a cash basis. 
It is significant that the example relating to in- 
ventories of a cash-basis farmer was not includ- 
ed in the Regulations as originally proposed. 21 
Fed. Reg. 4673 (1956). 

#281 US 11 (1930). In this case it was held that 
an accrual-basis taxpayer who entered into an 
executory contract to sell land late in December 
of one year was not taxable upon the gain from 
the sale until the following year, when title was 
transferred and possession surrendered to the 
purchaser. The Court took the position that in 
the prior year, the year of contract, the taxpayer 
had not done everything necessary to entitie 
him to payment of the purchase price, namely, 
tender of title and possession. 

As a cautionary word, it will be observed that 
the example taken fiom the regulations refers 
to the decedent’s “negotiation to sell” to 
rather than to the existence of a “contract to 
sell.” The illustration employed, however, sug- 
gests the existence of an executory contract to 
sell for it is stated that the executor “completed 
the sale to Y” with the result that income was 
attributed solely to the executor. 

8 See Treas. Reg. Section 1.691(a)-2(b), Ex- 
ample (4) (1957). But cf., Court Holding Co., 
324 U.S. 331 (1945). 

“The double benefit could be removed by legis- 
lation requiring a reduction in the business ex- 
penses allowed in deceased farmer’s last return 
for the cost of producing items not includible in 
his income. See 1954 Code, Section 268; Rev. Rul. 
55-531, 1955-2 Cum. Bull. 520. 

17 Estate of Jacques Ferber, 22 TC 261 (1954), 
acq., 1954-2 Cum. Bull. 4; cf. Waterman’s Estate 
v. Comm’r, 195 F.2d 244 (2d Cir. 1952). 

8 Minerva King Patch, BTA Memorandum De- 
cember 13, 1941. 


sale of apples by A to X constitutes in- 
come in respect of a decedent when re- 
On the other hand, the gain 
from the sale of apples by the executor 


ceived. 


to Y does not.’13 

With reference to the Linde case, Rev. 
Rul. 58-436 states the governing prin- 
ciple in the following language: 

“Thus, where the decedent has dis- 
posed of his livestock and farm crops, 
whether by sale or by some other ar- 
rangement which technically did not 
amount to a sale, but which had put 
his property beyond his dominion and 
control, so that at the date of his death 
the 


property, 


he was entitled to receive only 


agreed proceeds from such 
such proceeds constitute items of in- 
come in respect of a decedent.” (Em- 
phasis added). 

This statement, coupled with the ex- 
ample taken from the Regulations, con- 
firms the conclusion that the Service is 
applying the “closed transaction” test 
which had its origin in Lucas v. North 
Co.14 Thus it 


with reasonable 


Texas Lumber 
that 


ance, venture the conclusion that gain 


appears 
one may, assur- 
inherent in an executory contract for 
the sale of real or personal property 
entered into by a decedent prior to his 
taxed as income in 
respect of a decedent.15 
property held by the decedent at death 
will take a date-of-death 
basis, and subsequent execution of the 
the 


death will not be 


Instead, the 


value as a 


contract by decedent’s _ personal 
representative will result in gain or loss 
determined accordingly.15a 

For reasons more fully stated in a 
previous comment (4 JT AX 160) on this 
problem, it is submitted that the ‘‘closed 
transaction” rationale which has been 
adopted by the Service is sound in the 
light of the legislative history of Section 
691. 


established principles in other areas of 


Furthermore, it is consistent with 
the tax law and conforms to the legis- 
lative policy of permitting appreciation 
in the value of property acquired prior 
to death to escape income taxation. Ad- 
mittedly, this results in a double tax 
benefit in the particular circumstances. 
The costs paid by a cash-basis farmer in 
raising inventories of cattle and farm 
produce prior to his death are deduct- 
ible in his last or previous returns, while 
the market value at death establishes a 
tax basis for those who succeed to the 
property. This double tax is of primary 
benefit in the case of cash-basis farmers, 


accrual-basis farmers and their heirs re- 
ceiving a double benefit only when un- 
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harvested crops (which are not includ- 
ible in inventory) are on hand at date of 
death.16 In other businesses (including 
accrual-basis farmers) where inventories 
are an important factor, the deduction 
for costs paid in producing the inven- 
tory is offset by including the inventory 
in income in the decedent’s last return. 
It should be observed that, although 
Rev. Rul. 58-436 minimizes the probabil- 
ity and amount of gain which might be 
realized upon liquidation of inventories 
held by a cash-basis farmer at death, it 
does not deal with the question as to the 
nature of the gain or loss which may be 
incurred where there is appreciation or 
depreciation in value subsequent to the 
decedent's death. The cases support the 
proposition that the decedent’s personal 
representative who liquidates inventories 
held by the decedent at death (as con- 
trasted with the continuation of the de- 
cedent’s regular business) is not to be 
considered as holding the property for 
sale in the ordinary course of business. 
Consequently, gain on liquidation of 
business inventories by the executor has 
been held to be capital gain.17 This rule 
is also applicable in the administration 
of a farmer’s estate.18 A different result 
would follow, however, where a devisee 
of farm lands is also legatee of the inven- 
tories of cattle and grain. In that case, 
subsequent sale of these items would 
generally occur in the regular course of 
business and the gain or loss would be 


treated as ordinary income or loss. 


New Government stand on 
patronage dividends 


[HE GOVERNMENT has announced (TIR- 
69) that it will take steps to dispose of 
pending litigation and claims involv- 
ing patronage dividends in line with the 
decisions in Carpenter, 219 F.2d 635 (5th 
Cir. 1955) and Long Poultry Farms, Inc., 
249 F.2d 726 (4th Cir. 1957). In Carpen- 
fer, it was held that revolving fund cer- 
tificates issued to members had no ascer- 
tainable fair market value at the time 
of receipt by a cash-basis taxpayer, nor 
was there constructive receipt, and did 
not have to be reported in the year of 
receipt. In the Long Poultry Farms case, 
it was held that notice of a credit to the 
account of an accrual-basis taxpayer did 
not have to be reported in the year of 
the notice because the amount was only 
contingently credited and the taxpayer 
had no unconditional right to receive 
it. These situations are typical of those 
of thousands of farmers and ranchers. 


Some of them have continued their prac- 
tice of not reporting patronage divi- 
dends until a distribution was actually 
received in the form of cash or 
chandise, 


mer- 
notwithstanding a contrary 
position of the Government which is 
now revoked. These taxpayers can con- 
tinue their practice undisturbed. How- 
ever, the 


others who 


changed their method of accounting for 


thousands of 


patronage dividends to conform to the 
Government’s now-revoked position are 
in a mess. They will want to revert to 
their previous method of accounting for 
patronage dividends only when actually 
received in the form of cash or mer- 
chandise. However, as these are received, 
some of them will represent patronage 
dividends declared in prior years which 
were reported by them in line with the 
Government’s now-revoked position. 
They will have to ascertain from the co- 
declarations are 


op which patronage 


represented by the payments. Those they 
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have previously paid tax on need not be 
reported again, but appropriate evidence 
will have to be assembled to convince 
examining agents that tax was, in fact, 
paid on such unreported payments in 
the years of declaration of the patron- 
age. Counsel for co-ops should see that 
payments to patrons are accompanied by 
explanations of the patronage declara- 
tions which they represent. 

Treasury has now, for all practical 
purposes, recognized the gap in the law 
left by Congress when it enacted Section 
314 of the Revenue Act of 1951 (Section 
522 of the 1954 Code). It permitted 
farmers’ co-operatives to take a deduc- 
tion for patronage dividends, but it did 
not change the law to require patrons to 
report them (whether or not they had a 
cash value). At the annual meeting of 
the American Bar Association in Los 
Angeles, the Section of Taxation passed 
a resolution which, in effect, calls for 
the gap to be closed. w 


New decisions affecting special industries 





Can deduct mine installations that 
merely maintain production. Continued 
production in taxpayer’s mine naturally 
resulted in recession of the working 
faces. In a brief opinion the court holds 
that installations of equipment neces- 
sary to maintain normal output in spite 
of the recession of the working faces 
are an expense and not a capital ex- 
penditure. Amherst Coal Co., DC W. 
Va., 8/29/58. 


No operating deduction for carried oil 
interest not liable for expense. Taxpayer, 
an oil producer, royalty owner and 
dealer in oil and gas leases, interested 
an investor in financing drilling in par- 
ticular areas. The leases were taken in 
the name of the investor as trustee, and 
taxpayer actually managed the opera- 
tions. There were various royalty ar- 
rangements, but the working interest 
was held 34 by the investor and 14 by 
taxpayer; however, the entire oil produc- 
tion due to the working interest was 
to go to the investor until he recovered 
his advances. In fact, the venture never 
repaid the investor's advances, but tax- 
payer claimed 14 of the operating ex- 
penses. The court disallows them. The 
economic interest in the oil in place in 


the years involved was in the investor. 
This case can be distinguished from 
Abercrombie (7 TC 120, aff'd. 162 F.2d 
338) by the fact that there the carried 


interest was liable for repayment of the 
operating expenses should production be 
insufficient. To permit taxpayer a deduc- 
tion here would be to ignore the eco- 
nomic realities. Prater, 30 TC No. 134. 


Can't use proportionate profits method 
for depletion; coal not unique. The 
Regulations on percentage depletion 
provide that, in computing gross income 
from the property if the product is not 
sold at the mine and there is no repre- 
sentative market or field price in the 
vicinity, the taxpayer may use its sales 
price for the final product less costs and 
attributable to 
processes after mining. Taxpayer claimed 
that there was no representative market 


proportionate _ profits 


price for its coal because the coal, used 
for coking, had special qualities not 
duplicated elsewhere. The lower court 
held, however, that all bituminous coal 
in the area was of like kind even though 
taxpayer couldn’t have used it for the 
same purpose. Taxpayer was not per- 
mitted to compute the depletion allow- 
ance on the basis of apportioning the 
sales of the ultimate coke product on a 
This court 
affirms. It further rejects taxpayer's at- 
tempt to raise the question of the cor- 
rectness of the representative market 
price; this issue was not raised in the re- 
fund claim. Alabama By-Products Corp., 
CA-5, 8/29/58. 


percentage of cost basis. 
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Year-end tax-planning 


opportunities under the new law 


by HARROP A. FREEMAN 


So long as taxation has to concern itself with yearly accounting periods, there will 


be a necessity for taxpayers to consider year-end adjustments. Nearly every tax 


problem involves a potential year-end feature. However, this article gives most 


consideration to unusual year-end opportunities growing out of the 1958 Acts and 


considers only those choices likely to be made during the last month of the year. 


Footnotes are limited to statutory or regulation citations. 


Small corporations, income reporting 

The most widely publicized small- 
business advantage permits the stock- 
holders of a qualifying corporation (hav- 
ing not over 10 stockholders of one class, 
all residents, either individuals or estates) 
to elect to have the corporate income 
taxed to the stockholders as though they 
were partners.1 Normally any income 
thus reported by stockholders is “ordin- 
ary” income, but long-term capital gains 
carry their character through to the tax- 
payer and may encourage election; the 
stockholder may get a carryover or Carry- 
back of the corporate losses as though 
from a regular proprietorship. For 1958 
the election can be made as late as 
December Ist. A corporation can be “un- 
qualified” on the last day of the year by 
having more than ten stockholders or 
the wrong kind of income; gain will be 
taxed to those who are stockholders on 
December 31, without regard to when 
they acquired the stock. 


Increase earnings accumulations 


Those who have hesitated in allowing 
small businesses to accumulate earnings 
have new freedom now. The ceiling per- 
mitted has been raised from $60,000 to 
$100,000.2 


Losses on stock in “small business” 


Stock issued after June 30, 1958, in a 
corporation issuing stock for less than 
$500,000 qualifies on sale or exchange 
for ordinary, rather than capital loss 


treatment. Such sales at the end of the 
year may be very profitable in offsetting 
ordinary income.’ 


Other new provisions 

Newspapers and periodicals can now 
elect at the end of the year to defer in- 
come from prepaid subscriptions to the 
year they furnish the periodical. Lessees 
may now elect to depreciate improve- 
ments over the original lease: term, rather 
than the original term plus renewal 
terms, by year-end proof that the lease 
will probably not be renewed.5 

Afhliated groups of corporations may, 
because of the new tax law, elect to re- 
port separately (at the close of the first 
tax year ending after Sept. 2, 1958).® 


One-shot business bonanza depreciation 

Any business (large or small) which 
purchases tangible personal property 
costing net more than $10,000 ($20,000 
on joint return) and with a useful life 
of at least six years may, in addition to 
all other depreciation for the first year, 
take another 20%. This applies even 
though the property is acquired on 
December 31st.7 


Shifting of income or deductions 


Attention to the new year-end oppor- 
tunities should never cause the taxpayer 
to forget to utilize the long-recognized 
tax law adjustments. By stepping up or 
relaxing collections, almost any business 
or profession can shift potential income. 


Business deals near the end of the year 
can be closed or kept open; even if 
closed, payment can be set in either year, 
in both years, or in installments.8 Re. 
pairs, interest, other taxes, supplies, or 
almost any other expense can be in- 
curred or postponed, paid or deferred 
in the year most advantageous.® Income 
can actually be “created” by taking addi- 
tional dividends or compensation from 
a closely held corporation, by receiving 
advance payments, or by reducing the 
year’s reserve for bad debts.1° So also 
may deductions be “created” in the sense 
that a year-end decision can be made to 
incur them at the last minute: bonuses 
to employees, research and development 
costs, soil and water conservation, gifts 
to charities, abandonment of worthless 
assets, write-down of obsolete inventory, 
bad debt deduction (total, when worth- 
less; partial when “charged off”), to men- 
tion only a few.11 Gifts to charities in 
property may be particularly profitable 
since they are deductible at full value, 
without recognition of gain, though 
their cost be only 10% of value. In-!2 In- 
come or expenses being contested are 
generally not reported until the contest 
is settled.12a Items are often thus de- 
ferred or brought into a year. So casualty 
losses may be postponed or presently 
taken by continuing or settling a dispute 
reimbursement at the 
year-end.12b When income of lawyers, 


as to insurance 
authors and others working on a matter 
over a period of years is received may 
determine the 36-(24)-month 
spread back can or cannot be utilized, 


whether 


for not only must the employment be for 


1IRC (1954) Secs. 1371-1377 (amended 9/2/58). 
This is not the place to review this all-impor- 
tant subject, but these observations and cautions 
may be made: (a) an electing corporation has 
advantages in low income groups, a non-electing 
corporation has at high income levels, and in the 
middle brackets long and short-range considera- 
tions must be weighed. (b) Elect on form 2553 
to which are attached consents of all stockhold- 
ers. (c) Stockholder reports actual distributions 
and his share of undistributed net income. (d) 
Termination of election possible by total stock- 
holder consent filed within first month of taxable 
year, but bringing in a new stockholder may ef- 
fectively terminate the election on the last day 
of the year. (e) Remember to what extent the 
type of income and deductions (capital gain, 
operating loss) is passed through to the stock- 
holders. (f) Be aware of the chance by this 
process to get a desirable fiscal year, to avoid the 
surtax on unreasonable profit accumulations, to 
install fringe benefits not available in partner- 
ships, to pass through a single large capital gain. 
(g) But beware that you may lose a corporate 
loss carryback because stockholders can’t carry 
it back pre-1958, and on terminating an election, 
corporate profits on which stockholders have paid 
a tax may not be declared out of the corporation 
without a second tax. There are many other ad- 
vantages and dangers lurking in these provis- 
ions. Use them with care. 
2IRC (1954) Secs. 535(c), 1551 (amended Sept. 
2, 1958). 
® IRC (1954) Sec. 165 (amended) and 1244. 
*IRC (1954) Sec. 455 (new). 
5IRC (1954) See. 178 (new). 
® Rev. Rul. 58-471, IRB 1958-39. 


7IRC (1954) Sec. 179 (amended Sept. 2, 1958). 








[Harr 
at Co 
New 
= 
the r 
come 
At 
items 
or de 
pense 
zatior 
But, 
able 
unim 
the e! 
pense 
ing t 
proje 


The : 

Ta 
1231, 
trade 
six Nn 
any | 
gain 
(fully 

Tr 
short: 
50% 
below 
after 
situat 

An 
a gail 
for it 
come 
shoul 
this 1 


may 


or liab 
divider 
suits 

“block: 
payme 
11954 
(b); I 





‘ar 
if 


Le. 


or 


ed 
ne 
di- 
ym 
ng 
he 
lso 
ase 

to 
Ses 
nt 
ifts 
less 
ry, 
th- 
en- 

in 
ble 


8). 
por- 
tions 
has 
ting 
| the 
lera- 
553 
nold- 
tions 
(d) 
tock- 
cable 
y ef- 
day 
the 
gain, 
tock- 
this 
i the 
s, to 
tner- 
gain. 
orate 
carry 
‘tion, 
paid 
ation 
r ad- 


ovis- 


Sept. 


958). 








[Harrop A. Freeman is professor of law 
at Cornell University Law School, Ithaca, 
New York.] 





the requisite time, but 80% of the in- 
come must be received in one year.12¢ 

\t the end of a given year certain 
items can either be capitalized, deferred, 
or deducted (circulation or research ex- 
penses, interest, bond premium amorti- 
zation, taxes, other carrying charges). 
But, be careful. The election is avail- 
able each year for charges relating to 
unimproved realty or research. But, once 
the election is made as to circulation ex- 
pense, bond premiums or charges relat- 
ing to machinery, it is binding for that 
project for later years.12d 


The wise use of capital gains and losses 

Take advantage of 1954 Code Section 
used in 
trade or business. If held for more than 
(12 months for livestock), 
any profit on sale is treated as capital 


1231, dealing with property 


six months 


gain (1% tax) and any loss is short term 


fully deductible).1% 

Try to offset short-term gains with 
short-term losses.14 If you are above the 
50% bracket this year and expect to be 
below next year, make a sale at a profit 
after the first of the year; if the bracket 
situation is reversed, sell this year.15 

\n individual should offset losses with 


i gain. But leave $1,000 of loss unoffset, 


for it can be used against ordinary in- 
come.!® If you have stock you feel you 
should now sell at a long-term gain, but 
this would cancel the $1,000 loss, you 


may defer it till next year by a short 


*Vait, 8 TC 809 (1947); Ralph Romaine, 25 TC 
859 (1956). 

IRC (1954) Sec. 461(c). 

Rev. Rul. 55-446, CB 1955-2 p. 531; IRC (1954) 
Sec. 166(d). See O. P. Lutz, 29 TC 469 (1958) 
and Wichita Coca Cola Bottling Co., 152 F.2d 6 
(5th Cir. 1945); Fort Pitt Brewing Co., 210 F.2d 
6 (3rd Cir. 1954); Caldwell v. Comm., 202 F.2d 

1 (2d Cir. 1953); advance payment may be of 
rent, interest, compensation, etc., Zittel, 12 BTA 

» (1926); Scott, 27 BTA 951 (1933). The 
nethods of shifting income or deductions are al- 
most unlimited in exercising discretion as to 
when to accrue an item (certainty of collection 
or liability), methods of handling interest, rents, 
dividends, compensation, sales of property, law- 
and judgments, loans and _ discounts, 
“blocked”’ items, receipt and repayment, expense 
payment and later refund, etc. 

1954 Code Section 167(e); 26 CFR 1.167(e)-1 
(b); Rev. Rul. 55-446, CB 1955-2, p. 531; 1954 
Code Section 174, 175; 26 CFR 1.162-15(b); 26 
CFR 1.167(a)-9. Sell worthless securities; capital 
loss treatment occurs anyway; this is the best 
way for proving worthlessness. 1954 Code Sec- 
tion 166. 

26 CFR 1.170-1(c). 

9 JTAX 132, H. Freeman, Offsetting expense 
accrual should be allowed when claim-of-right in- 
is taxed. 

IRS Pub. No. 155 
AFTR 1102. 

1954 Code Sections 1301-1304. 

11954 Code Sections 75, 164, 171, 173, 174, 226, 
1016. Be sure you know what is and is not a car- 
rying charge. IT 2284, CB V-1, p. 10; IT 2701, 
CB XII-2, p. 761; CB 1946-2, p. 70; Rev. Rul. 55- 
118, 1955-1 CB p. 320. 
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sale. Although you may not effectuate a 
loss sale and then purchase in substan- 
tially identical securities within 30 days, 
(wash sale), and although you may not 
change short-term into long-term gains 
by short sales later covered from your 
previous holdings, the IRS recently con- 
ceded you can accomplish these by 
“calls” and “puts’).17 Take long-term 
losses and short-term gains in offsetting 
existing gains or losses, rather than using 
short-term losses and long-term gains. 
Although sales between members of a 


family may not produce deductible 


losses, they may produce offsetting capi- 
tal gains if made to one other than the 
wife (or husband).17a 

If the taxpayer has net capital losses 
this year, it would be better to defer 
sales at capital gains till next year and 
take advantage of the short-term capital 
loss carryover provisions. 18 


Ordinary deductions and exemptions 
Particularly for the small taxpayer, 
nothing will save taxes like year-end use 


of the standard benefits furnished in 


the Code. Here are only a few: Use 
standard deduction one year, paying no 
charitable gifts, interest, taxes, medical 
expenses or other items in lieu of which 


the standard deduction stands; then 


bunch the payment of these items in 
the second year and forego the stand- 
ard deduction.19 Are you or your wife 
65 or near 65? Best to defer income till 
after 65. After 65 you can have $1,200 
from pensions, interests, rents or divi- 
dends tax-free and your medical deduc- 
tion is not limited to 3%. But keep your 


181954 Code Section 1231(b) (3). See Freeze, Tax 

Considerations in Planning for Livestock Opera- 

tions, 9 JTAX 51 (1958). 

141954 Code Section 1222. 

151954 Code Section 1201. See note, Long-term 

capital gains tax can exceed 25%, 9 JTAX 144 

(1958). 

161954 Code Section 1211(b). 

17 Rev. Rul. 58-384, IRB 1958-31; 1954 Code Sec- 

tion 1091 26 CFR 1.1091-1, 2. 

17a 1954 Code Sections 267, 1231, 1239. 

181954 Code Section 1212. 

19 1954 Code Section 141. 

20 1954 Code Sections 37, 911. 

21TRC (1954) Sees. 143, 151, 152, 153. 

22IRC (1954) Sec. 152(c). 

*%IRC (1954) Sec. 166(c). Proposed Regulation 

1.166-1. 

*% IRC (1954) Sec. 472(c). 

2 IRC (1954) Sec. 167(b) amended 1958. 

26 Income Tax—saves short period report and tax 

if corp. is on calendar year. 

Franchise Tax—Ala., Alaska, Fla., Ga., Kan., 
Miss., Mo., Nebr., N. J., N. - 

. Va., Ky., Md., Miss., and Pa. 

would require the additional tax from calendar 

year corporations only. 

Property Tax—Ariz., Ark., Colo., Fla., Ga., 
Ida., Ill., Ohio, Okla., Ore., R. I., S. C., Tenn., 
Tex., Utah, Va., Wash., W. Va. 
27IRC (1954) Sec. 267(a). 

826 CFR 1.401-5. 

2 IRC (1954) Sec. 170(a) (2). 
80 IRC (1954) Sec. 563(a). 
3126 CFR 1.401-5. 

82TRC (1954) Sees. 2503, 2513. 
33IRC (1954) Sec. 101(d). 

% IRC (1954) Sec. 665(b). 
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BASIC TAX PLANNING 
PRINCIPLES 
e Figure tentative income 
and tax for 1958 and 1959. Don’t 
“minimize” 1958 tax, but 
“equalize” 1958 and 1959. 
eDo not make foolish business de- 


your 


your 


cisions to save tax. Loss of financial 


credit or sales commissions may 
cancel tax savings. 

eStay within the ethics of taxa- 
tion. Use ‘avoidance’; avoid “eva- 
sion.” 

eKeep in mind long-range con- 
siderations. What is likely to be the 
graph of taxpayer's income for 
future years? 

elt may be wise to report income 
as early as possible and defer de- 
ductions as long as possible. 

eHave in mind tax changes pro- 
posed and likely eventually to occur. 
Take advantage of the present while 
there is yet time. 











below $900 


in the year unless you are over 75.29 Do 


wages and earned income 
you expect to be married, have a child, 
lose a child dependency deduction (child 
will become 19 or cease to be a student)? 
Consider these advantages and disad- 
vantages in leveling out your income.?! 
Persons who jointly support a dependent 
(e.g., 


take the dependency, and such an agree- 


mother) may determine who is to 


ment may be on the last day of the 
year.22 Qualifying a person as a de- 
pendent (more than half support) can 
be accomplished by year-end contribu- 
tions to students or other dependents. 


Some one-shot advantages 

There are innumerable year-end de- 
cisions which can gain advantage only 
once. Some of these have already been 
referred to. A few of the better known 
cases can be reviewed: switching from 
specific charge-off to reserve method of 
bad debt deduction and obtaining a 
double deduction in the one year, an 
application for permission being re- 
quired 30 days before the year end;?8 
switch in inventory practice from LIFO 
to FIFO or vice versa, by permission;?4 
using rapid depreciation under declin- 
ing-balance or similar method—formerly 
restricted to new now 


property, per- 


mitted for used property newly ac- 
quired;*5 winding up a business before 
year’s end to save state taxes,?® etc. 


There are certain payments that may 
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be made after the close of the taxable 
year and still qualify for deduction in 
the taxable year: expenses paid within 
21 the 


21% the close of 
able year to related taxpayer who in- 


months after tax- 


cludes in prior year,*? payments made to 
an employees’ trust made before the last 
date for the filing of the return;?8 a cor- 
porate gift this year, paid before next 
March 15th.29 In determining accumu- 
lated earnings, dividends paid on or 
March 15th 
considered paid in the taxable year;3° 


before the following are 
if an employer sets up a stock option, 


»ension or profit-sharing plan as a 
to) 


means to reduce taxes, he has three 
months and 15 days after the tax year 


to comply with the Code qualifications.*1 


Gift taxes 


Do not forget that, in other tax areas, 
there are advantages to be gained by 
year-end decisions. You may make yearly 
gifts and exclude from gift tax $3,000 for 
each donee ($6,000 if gift is that of hus- 
band and wife). Once December 3lst 
passes, you lose for all time this tax-free 
gift potential. At the same time, deci- 
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sions can be made such as trust gifts, 
terminable trusts, separate trust, which 
give additional tax advantages.3? If a 
person obtains insurance proceeds on 
the death of another and elects to leave 
them with the insurance company to be 
paid over a period of years, it is pos- 
sible to obtain up to $1,000 of yearly 
“interest” tax free.33 If a trust may ac- 
cumulate income (complex trust), it is 
possible to have $2,000 of income dis- 
tributed to a beneficiary in a later year 
tax-free (trust paying the tax, beneficiary 
not),34 by a year-end decision as to when 
to distribute. Similar advantages may 
come from year-end setting up of trusts. 


Observation 
The fact is 
founded on, yearly divisions. Most year- 


law contemplates, in 
end strategy is merely exercise of known 
choices given by the tax law. Every per- 
son is entitled to minimize his taxes. 
Your success with year-end planning and 
adjustments will largely depend on your 
knowledge of the potentials and your 
orientation of them into the total tax 


consideration. 


Dividends must be planned carefully for 


Subchapter S corporations; tax trap possible 


A CORPORATION ELECTING under Sub- 
chapter S not to be taxed as a corpo- 
ration is going to have to be very careful 


and kind of 
With care, it 


about the time, amount 


dividend it declares. can 
achieve some income spreading for the 
stockholders, but oversight can produce 
an unforeseen tax or freeze earnings in 
the corporation. A particular hazard, and 
one that can arise in the common ordin- 
ary garden variety of business, is the 
frozen-in earnings. It comes about be- 
cause of the provision in the law that 
distribution to stockholders of the in- 
come taxed to them is non-taxable when 
made by an electing corporation if the 
payments are not out of income for a 
year to which the election does not apply 
or any preceding year. Thus, once the 
election is broken, any income already 
the undis- 


tributed cannot come out tax-free. There 


taxed to shareholders but 
is only one escape from this trap. Since 
the income of an electing year does not 
increase accumulated earnings or profits, 
this means that the corporation, in an 
electing year, will not accumulate un- 
distributed earnings or profits. If the 
corporation never had_earnings or profits 


in any non-electing year, it has no source 
of taxable dividends. As a result, a 
corporation the election of which has 
been broken can pay out tax-free in- 
come taxed to stockholders but undis- 
tributed since it is not being paid out of 
earnings and is, therefore, not a divi- 
dend. But, if the corporation ha had 
undistributed earnings and profits .« the 
time of election, the accumulated earn- 
ings taxed to shareholders but undis- 
tributed cannot be paid out until all 
subsequent earnings are paid out as divi- 
dends. 

In what will probably be the most 
common type of planned ending to an 
election, a corporation ending its elec- 
tion after its beginning loss years, this 
risk should not be too great. Presumably 
there will be no previously accumulated 
earnings to permit dividend treatment 
of some taxed income in the year of 
shift over. It is the company suffering 
the unforeseen termination that will be 
harmed. Don’t forget that automatic 
terminations will occur if the number of 
stockholders exceeds ten, or shares are 
acquired by a shareholder unable (e.g. a 
trust) or unwilling (e.g. a cautious execu- 


tor without specific power) to elect. 

The rule for dividing the electing 
corporation’s income for the year among 
the stockholders is quite different from 
the one for dividing the loss. The in- 
come is spread among those who are 
shareholders on the last day of the cor- 
poration’s taxable year. Obviously, this 
will provide opportunities for income- 
spreading which will be quite important, 
particularly in corporations electing for 
the one year they realize a substantial 
gain. Family gifts need not be made 
until the gain is well in hand and the 
exact amounts known. 

Losses, on the other hand, are allow- 
able to anyone who was a stockholder 
at any time during the corporation’s 
The out 
mechanically by computing the corpo- 


year. allocation is worked 
ration’s loss per day and dividing it 
among the stockholders on this daily 
basis. 


Life insurance proceeds 

The year of death of a stockholder of 
an electing corporation is certain to be 
a difficult one and planning for it is not 
easy. It can be foreseen that an executor 
(as a new stockholder, his consent will be 
necessary to keep the election) might be 
most dubious about making an election 
that will make him liable for tax on the 
year’s income (he will be a shareholder 
on the last day of the corporation’s year) 
though he may receive not one cent of 
the income (it may all have been dis- 
tributed to the decedent before death or 
may not be paid out). In trying to fore- 
cast the funds available at this time, it 
must be borne in mind that tax-exempt 
income, while not entering into the com- 
putation of undistributed net income 
taxable to the shareholders, does increase 
accumulated earnings and profits. Thus, 
the proceeds of life insurance carried 
on the life of a stockholder-employee 
will not be taxable, but will swell ac- 
cumulated earnings and profits. Then, 
if the proceeds are used, in fact, to re- 
deem stock, the payment will be al- 
located in part to capital and in part to 
accumulated earnings and profits. This 
may well make taxable any distributions 
by the electing corporation in excess of 
the undistributed income taxable to the 
shareholders. 


Dividends in kind 


Dividends in kind are unusual to the 
general run of corporations and are 
generally not undertaken without care- 
ful consideration and professional tax 
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advice. This is fortunate because a 
thoughtless dividend in kind could have 
unhappy tax consequences arising from 
the fact that the Code permits an elect- 
ing corporation to deduct from its net 
income in determining the undistributed 
income taxed to shareholders only divi- 
dends in cash. Thus the shareholders can 
be taxed on the income for the year (dis- 
tributed in cash or undistributed) as well 
as the dividends in kind (if there are 
accumulated earnings of earlier years to 
support it). For example, if in an election 
year a corporation with previously ac- 
cumulated earnings makes $15,000 and 
distributes cash dividends of $7,000 and 
a dividend in kind of $3,000, the un- 
distributed net income taxable to the 
shareholders is $8,000 ($15,000 minus 
cash dividend of $7,000), but the share- 
$8,000 undis- 
tributed and the cash dividend of $7,000 
and in addition the dividend in kind of 
$3,000. If the $3,000 dividend had been 


paid in cash instead of kind, the undis- 


holders are taxed on 


tributed net taxable to the shareholders 
$5,000 ($15,000 minus total 
cash dividends of $10,000) and the share- 
holders would eb taxed on the $5,000 
undistributed and on the $10,000 divi- 


dends. 


would be 


Litigation on 

condemnation avoidable 

\ STRIKING DEMONSTRATION of the con- 
tribution that an astute tax adviser 
could have made when a proceeding to 


condemn was _ instituted 


against his 
client’s land is illustrated by a recently 
docketed Tax Court case (Beeghly, 
Docket No. 73163). 

Frequently, when a governmental au- 
thority condemns land, the condemna- 
tion award for the property taken may 
be accompanied by an award for sever- 
ance or consequential damages to the 
remaining portion of the taxpayer's 
property. It is generally beneficial for 
the award to be considered severance 
damages because no gain is recognized 
to the extent that the money is spent 
on similar or related property and, if 
it is not so expended, the award is to 
be applied in reduction of the basis of 
the retained portion of the property, 
unless the unexpended part of the 
award exceeds the basis of the retained 
property, in which case such excess is 
taxable gain. 

Unless the evidence clearly shows that 
a portion of the total award is at- 
tributable to the damage sustained by 


the retained land, the courts will con- 
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sider that the full award was received 
in consideration of the condemned por- 
tion. (Lapham, 178 F.2d 994 (Second 
Circuit, 1950)); Allaben, 35 BTA 327 
(1938)). For example, in the Lapham 
case, the mere fact that the parties con- 
sidered severance damages in arriving 
at a price was not sufficient to persuade 
thé court that an allocation should be 
made. 

The award in the 
Beeghly case, involving the years 1953 
and 1954, did not allocate part of the 
sales price to 


condemnation 


severance damages al- 
though it was specifically provided in 
the settlement contract with the Ohio 
Turnpike Commission that the payment 
made to taxpayer as consideration for 
the settlement should also compensate 
for damages to the remaining portion 
of the land. Thereafter, apparently after 
the Revenue Agent’s audit had been 
begun, the Turnpike Commission wrote 
a letter stating that the appraisal of the 
Commission, forming the basis of the 
settlement contract with the taxpayer, 
allowed $6,500 for the taking of the 
property and $16,000 for damage to the 
residue. 

Although conjectural, it is more than 
remotely possible that litigation could 
have been averted if the taxpayer had 
been advised to request initially that the 
contents of the letter be incorporated 
as an integral part of the condemnation 
contract. 


The ideal tax man: 
a gentleman and a scholar 
‘THE TAX EXPERT has a threefold function 
in today’s world, according to Walker L. 
Cisler, president of the Detroit Edison 
Company, in a recent talk before the 
Tax Executives Institute in New York. 
His job is (1) to change management’s 
concept of taxes from a bugaboo to a 
tool, (2) to work for the adoption of fair 
and adequate tax laws and (3) to advise 
management how to make tax savings 
that are both legal and ethical. 

Mr. Justice Holmes said that taxation 
is the price of civilization and Mr. Cisler 
recommends that the tax man develop 
such a attitude toward taxation in him- 
self and communicate it to those whom 
he advises. The complex of negative 
emotions surrounding the very sound of 
the word “taxes” should be superseded 
by a dispassionate understanding of their 
value and necessity. 

There is much scope for constructive 
activity in the present complicated and 
inequitable tax structure. 


Tax men 


everywhere should work constantly 
toward the clarification and simplifica- 
tion of the tax Code and toward its fair- 
ness and adequacy. 

In his attitude toward taxation, the 
tax man should be a gentleman, but in 
his activities toward the improvement of 
the legal tax structure and his advice to 
his clients he must also be a scholar. It 
takes an economist, a lawyer, a psycholo- 
gist, an accountant, a mathematician, 
a sociologist and a philosopher to guide 
his client through the weedy wilderness 
of the present law. 

Nor should the tax man_ belatedly 
enter the picture to pull his client's 
financial chestnuts out of the IRS fire. 
He should be consulted in all long-range 
planning in order that every legitimate 
tax advantage be taken into considera- 
tion. 

He must avoid fostering in his client 
the attitude of the 
bellowed: “I don’t pay you to tell me I 


executive who 
can’t do something. I want to know how 
I can do what I can’t do!” By advice and 
example, his role is to foster respect for 
the institution of taxation and construc- 
tive action to improve its practice. w 





Revenue Agent is odd... sly... 
cunning 


IN HANDING down a judgment against 
revenue agent Daniel W. McCarthy 
(TCM 1957-194) for tax evasion and 
fraud, the court said: 


“Petitioner impressed us as having 
an odd personality which contained 
an unusual combination of childish- 
ness and sly cunning. We are also of 
the opinion that petitioner was al- 
most as stingy and miserly as his 
counsel portrays him to be. 


“Although the failure to 


interest and dividends in prior years 


report 


may be considered as a careless over- 
sight, in 1947 it appears that this 
failure was deliberate, since for this 
year the amount of tax shown due on 
the return was equal to the penny to 
the amount of tax withheld, which is 
striking corroboration of testimony 
that petitioner admitted adjusting 
these 
sources in order to obtain this spec- 
tacularly result 
which undoubtedly cause 
pleasure to one as childishly cunning 
as petitioner.” w 
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would 














362 ¢ The Journal of Taxation 


NEW DEVELOPMENTS IN 


December 1958 


os aspects of taxation 


EDITED. BY SIDNEY 4. 
ELLOE, LL.B., paeed JOHN WILCOX, LL.B. 





ROBERTS, L1.B., CPA, 


Subchapter S in foreign trade: 


exporter electing must watch FOB sales 


: pe OF THE EDITORS of this depart- 
ment were members of the panel 
the 1958 Technical 
ments Act at a two-day Practicing Law 
New York in 
The meeting was jammed with 


discussing Amend- 


Institute meeting in 
October. 
hundreds of tax men and, from the ques- 
tions sent up from the floor to the panel, 
that all of them were 
weighing the election available to close- 


it was obvious 
ly held corporations not to be taxed as 
a corporation. 

Many businesses with foreign income 
will not be at all interested in this new 
election. The election does not apply to 
a foreign corporation, which includes a 
corporation organized under the laws of 
a possession of the United States. More- 
the election 


over, does not apply to a 


corporation in which any stockholder 


is a non-resident alien. However, prob- 


ably by oversight, it is not entirely clear 
that a corporation is disqualified by hav- 
ing as a shareholder an estate of a non- 
resident alien, Compare (2) and (3) 

Section 1371(a). 
mains to be 


The question which re- 
resolved is whether an 
of a non-resident alien is a non- 
resident alien under (3). 


estate 


The type of company with foreign in- 
come that is most likely to be interested 
in this election is the exporter. Many 
of these firms operate as partnerships, or 
if incorporated, withdraw most of their 
little 
security 


income since capital is needed 
given 
personally) for bank financing of trans- 
actions. An election might appeal to 


them as ending the 


apart from (frequently 


reasonable salary 
problem with its possibility of double 
tax on the disallowed salary thus 
changed into a dividend. If such a firm 
plans to elect, particular attention must 
be paid to formalities of its sales be- 
cause the law provides that an election 
terminates if the corporation derives 
more than 80% of its gross receipts from 


sources outside the United States. Ac- 


cordingly, if title to the goods sold passes 
the United States, such firms 
may find themselves disqualified. 

As to the reason for disqualifica- 
tion by foreign source, income, we can 
guess only that the purpose of this 
provision (Section 1372(e)(4)) is to sim- 
plify the application of the statute. 
Moreover, gross receipts were substituted 
for gross income throughout Subchapter 
S either (a) for simplification of deter- 
mination (gross receipts are generally 


outside 


easier to compute than gross income, 
primarily because of doubt as-to whether 
an item is part of cost of goods sold or 
a deduction from gross income); or (b) 
in Section 1372(c)(5)(the personal hold- 
ing company income provision) the pur- 
pose was to permit the election for a 
corporation which in a particularly bad 
year had little gross profit, and symmetry 
required the test 
1372(c)(4). 
Of course, 
that 


same for Section 
there is always the possi- 


bility the draftsman’s idea was 


simply, ‘““The foreign area is too compli- 
cated to think about, so let’s eliminate 
any corporation with substantial foreign 
income.” 

On the other hand, if the question of 
foreign-source income were given serious 
consideration it might have been rea- 
soned that Section 861(a)(2)(A) provides 
that a dividend from a United States 
corporation 


with 80% or more of its 


gross income from foreign sources is 
deemed to be derived from foreign 
Under Section 1373(b) in Sub- 
chapter S itself, the amount included in 
“shall be 
treated as an amount distributed as a 
dividend. Accordingly, a share- 
holder of such a corporation would have 
income from foreign sources which would 
enter into the numerator of the foreign 
tax credit under Section 904 (a). Assum- 
ing that the draftsman really went 


through this tortuous statutory path, he 


sources, 


the shareholder’s gross income 


may well have felt that the possibility 
should be eliminated because it might 
lead to complications. 

A third, perhaps less likely, possibility | 
is that it was the purpose of Section 
1372(e)(4) to bar its application to corpo- 
rations entitled to the benefits of Section 
921 (Western Hemisphere Trade Corpo- 
rations) Section 931 (income from 
United States possessions). While ordin- 
arily such a corporation would not want 
to elect under Subchapter S, it may have 
been the thought, particularly in the 
case of a loss incurred by a Section 931 
corporation, that it should not have the 
advantages of these special provisions 
when the operation was profitable and 
be in a position to claim a loss when 
operations were unprofitable. 

Now the typical domestic exporter 
who does not seek the advantages of a 
Western Hemisphere Trade Corporation 
has not previously been much concerned 
about the complicated rules for deter- 
mining the source of his income; gener- 
ally all the income of a citizen or alien 
in business or domestic 
taxable 


corporation is 
regardless of source inside or 
the U. S. But if the source of 
income is important, as it would be 
under this election, then the exporter 


outside 


becomes concerned about the 
source of his gross receipts from sale of 
goods abroad. Though the Treasury will 
not always follow the rule that the place 
of passage of title is the source of the 
income from sales of goods, that is the 
gener rule set down in the Regula- 
An exporter who followed the 
practice of shipping goods FOB the 
foreign port would, therefore, find re- 
ceipts from those sales classified as for- 
eign if they amounted to 
80% of his gross, might find his election 
terminated. w 


quite 


tions. 


income and, 


New decisions 





Taxability of income from U. S. posses- 
sions affected by banking arrangements. 
Funds received without the U. S. by 
a domestic corporation doing business 
in a U. S. possession, and later deposited 
in a U. S. bank, are not received within 
the U. S. and the exempt status of the 
income under Section 931 is not ad- 
versely affected. However, if funds are 
collected in the U. S. by a bank as 
agent for the corporation, the amounts 
received are considered U. S. 
even though the bank 


income 
credits the 


amount to the corporation’s account 
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in its branch bank in the possession. 
But, if the bank acting as agent for 
the customers, receives checks drawn to 
the order of the bank, and instructs its 
branch in the possession to credit the 
proceeds to the account of the corpo- 
ration directly, or first to the customer’s 
account and then to transfer the amount 
to the account of the corporation in the 
the income will not lose 
exempt status. Rev. Rul. 58-486. 


branch, its 


Quebec insurance premiums tax not 
allowed for foreign tax credit. The 
Quebec tax of 2% on premiums col- 
lected by insurance companies on poli- 
cies on Quebec risks, as in effect prior to 
amendment in 1957, does not constitute 
a tax in lieu of an income tax, and is 
therefore not allowable as a foreign tax 
credit. From an examination of the law 
involved, which imposed a tax on paid- 
in capital and on the number of places 
of business of most businesses, the court 
concludes the Quebec premium tax is 
in lieu of that tax on capital. Rev. Rul. 
58-475. 


IRS will allow deductions for “commis- 
sions” to ships’ officers; withholding re- 
quired. A marine supplier servicing for- 
eign ships who pays commissions to mas- 
ters and other personnel of ships of for- 
eign registry may deduct the payment as 
a business expense where such practice 
is customary in the industry and is 
known to the shipowners. Furthermore, 
beginning November 1, 1958, su. com- 
missions, when paid to a non-resident 
alien individual, will be subject to 30% 
withholding on fixed or determinable 
income. [The ruling states that the tax- 
payer ruled on sold supplies to ships 
of both foreign and American registry, 
but paid commissions to officers of tramp 
steamers of foreign registry only—éd.] 
Kev. Rul. 58-479. 

No exclusions for technical assistance 
salaries paid by U. S. though reimbursed 
by host. Compensation received by a 
U. S. citizen for rendering technical aid 
and training to nationals of a foreign 
government cannot be excluded as in- 
come earned abroad where payment for 
such services is made by the U. S., even 
though the foreign country agreed to 
the WU. .3. 
amount equal to certain costs, including 


reimburse agency for an 
salaries. The engineer here involved was 
an employee of the U. S. agency and his 
status was unaffected by his assignment 
abroad. Rev. Rul. 58-485. 


New bulletin on Mexico 
available 


A suMMaRy of the Mexican tax system, 
based on the book Taxation in Mexico, 
by Henry J. Gumpel and Hugo B. 


Margain (one of the “World Tax 


Series” of the Harvard Law School In- 





Trustee for children not bona fide part- 
ner in family partnership. The principal 
partners of a partnership in which capi- 
tal was a material income-producing 
factor attempted to transfer capital in- 
terests to their children in trust, with 
the law partner of their attorney as 
trustee. Upon the facts, the court finds 
that the donors retained too many con- 
trols over the subject matter of the gifts 
to warrant a holding that the trustee 
was the real owner of the capital in- 
terests conveyed, and accordingly he is 
not recognized as a partner for tax pur- 
poses. Reddig, 30 TC No. 145. 


Withdrawals by partner in excess of 
earnings not deductible as a business 
expense. Withdrawals by one of the 
partners exceeded partnership profits for 
the year and were charged on the books 
to a salary account. Since it was not 
shown that such withdrawals represented 
a “guaranteed salary payment,” the court 
holds the withdrawals in excess of part- 
nership earnings cannot be considered a 
business expense to be derived propor- 
tionally from each partner's capital ac- 
count and deductible by each, but is to 


New partnership decisions this month 


Foreign aspects of taxation + 363 
ternational Program in Taxation), is 
available in convenient form from the 
Canadian Tax Foundation, 154 Univer- 
sity Avenue, Toronto 1, Canada. 

This pamphlet, dated August, 1958, 


is No. 5 in the Foundation’s Taxes 
Abroad series and may be obtained with- 
out charge on request. wr 


be charged solely to the account of the 
withdrawing TCM 
1958-175. 


partner. Ruane, 


Can’t avoid limitation on allowance of 
share of partnership’s loss. The Code 
permits some partnerships for invest- 
ment or joint operations to elect to be 
excluded from sections of the Code re- 
lating to partners and partnerships if in- 
come of determined 
without computation of partnership in- 
come. The IRS now rules that no elec- 
tion may be made to be excluded from 
Section 704(d), which limits the allow- 
ance of a partner’s distributive share of 
a partnership loss. Rev. Rul. 58-465. 


partners can be 


Husband-wife partnership not bona fide. 
By a bill of sale, taxpayer purported to 
convey a one-half interest in his drug- 
store business to his wife. No gift tax 
return was filed. The wife took no part 
in the management of the business, and 
the salary paid taxpayer for his manage- 
ment services was nominal. The court 
concludes there was no bona fide intent 
to form a partnership for tax purposes. 
Parrish, DC Iowa, 8/26/58. 


New excess profits tax decisions 





Excess profits tax credit of affiliated 
group with a Section 445 “new” corpo- 
ration computed. In determining the 
excess profits credit of an affliated group 
with one Section 445 subsidiary, where 
there were unrealized profits in a prior 
year resulting from intercompany sales 
by the parent to the new subsidiary, the 
parent may include in its assets the cash 
paid to it by the subsidiary, but the 
respective equivalent amounts reflected 
as net inventory increases by the sub- 
sidiary are to be taken as zero. Also, in 
computing the credit, the consolidated 
net taxable year capital addition is to be 
reduced by the separately computed net 
taxable year capital reduction of the 


new corporation, even though the “new” 
corporation had a negative equity capi- 
tal because of the excess of liabilities 
over assets. Kentucky Farm & Cattle Co., 
30 TC No. 143. 


Corporate debt not worthless; therefore 
no capital addition. A debt owed by a 
subsidiary to an individual is found 
not to have become worthless at the 
end of 1950. As a result, 
profits tax purposes, the affiliated group 
did not receive a net capital addition for 
1951 and 1952 by reason of the alleged 
reduction of the affiliated group’s total 
liabilities. Kentucky Farm & Cattle Co., 
30 TC No. 143. 


for excess 
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Sales and use tax collection 


methods being strengthened 


by EDWARD B. MILLER 


With the sales and use taxes providing an increasing part of the total revenues of 


states and municipalities, the collection problem has assumed greater importance, 


both for the tax administrator and for the tax man advising business about purchas- 


ing and sales policies, record-keeping, etc. Mr. Miller, Chicago attorney, of the firm 


of Pope and Ballard, surveys the methods being adopted in various jurisdictions 


and comments on some of the problems they raise. Since collection methods found 


workable in one state are likely to be adopted in others, it behooves tax men every- 


where to follow developments in all parts of the country. And tax men for multi- 


state businesses will read with interest Mr. Miller’s remarks on the need for industry 


reporting services and his hopes for development of a uniform sales and use tax 


law. This article is based on a paper written for the Ninth Annual Marquette Uni- 


versity Institute on 


_ THE DEPRESSION of the ’30s, 
many states turned to sales taxes to 
augment their dwindling revenues. The 
tax worked well if residents purchased 
from local merchants, but those living 
near state lines could avoid it by buying 
in adjacent states. Buyers also learned 
that, if they placed orders with out-of- 
state sellers who shipped direct to them, 
the sales tax could usually be avoided. 
This was because the Constitution pro- 
tects interstate from 


commerce State- 


imposed burdens.! Buyers and out-of- 
state sellers took full advantage of the 
fact that states could 


not impose a 


sales tax on transactions in interstate 
commerce which were protected by the 
Constitution. The tax revenues suffered 
and the business of local merchants de- 
clined. 

As states became aware of this serious 
limitation on their taxing power, they 
sought a way to tax these transactions 
which were exempt from their sales tax. 
They began to utilize an ingenious and 
effective method. They said in effect: 
“Although we cannot prevent our resi- 
dents from purchasing merchandise from 
out-of-state sellers free of our sales tax, 
we can tax the local use of such mer- 


chandise.”” —The Supreme Court of the 


Taxation held last month in Milwaukee. 


United States held that the states could 
do this, on the theory that the inter- 
state commerce protection does not pre- 
vent states from taxing the use of prop- 
erty after the interstate movement has 
ended.? 

which 
has a sales tax also has a use tax which 


Today practically every state 


applies to the use or consumption in the 
state of property with respect to which 
the state sales tax has not been paid. 
Generally speaking, all retail sales to 
persons or firms in the taxing state are 
subject to one tax or the other unless 
specifically exempted. 
Sales by local sellers of property in the 
state are generally subject to sales tax, 
whereas sales by out-of-state vendors are 
generally subject to the use tax.? It is 
generally agreed that a state may not 
impose a tax on a sale the terms of 
which require shipment outside the tax- 
ing state.4 This means that a manufac- 
turer need not pay a sales (or use) tax 
to the state in which he manufactures 


and from which he ships his merchan- 
dise, even though title passes there, as 
long as the terms of the sale require 
shipment to a point outside the state.5 

In view of the adminstrative difficul- 
ties which would be encountered by the 


states in attempting to collect small 
amounts of use tax from innumerable 
purchasers, statutes require out-of-state 
sellers under various factual situations to 
collect the use tax on sales which may 
not be subject to sales tax because of 
Constitutional limitations. The extent 
to which states may require out-of-state 
sellers to act as tax collectors for them 
has been the subject of considerable 
litigation. —The United States Supreme 
Court has held that a state may require 
seller to collect a 
tax on a sale made to a purchaser in the 
state where the order taken by a non- 
resident solicitor was approved out of 
state and the shipment was made F.O.B. 
out-of-state shipping point.6 The seller 
had no office or warehouse in the tax- 
ing state and its only activity there was 
regular salesmen. 
While it is clear that a state may con- 
stitutionally require an out-of-state seller 
to collect a use tax in such a situation, 


an out-of-state use 


solicitation by its 


not all states have chosen to go so far. 
Some states limit the obligation to col- 
lect use tax to those sellers who maintain 
an office or other physical premises in 
the state.7 

The 
(Alabama, Arkansas, Florida, Georgia, 
Mississippi, Rhode Island, South Caro- 
lina and Tennessee) purport to require 
an out-of-state seller to collect a use tax 


use tax statutes of some states 


on Sales to its residents solicited by cata- 
log or direct mail advertising and de- 
livered by mail or common carrier, even 
though the seller has absolutely no other 
contact with the taxing state. On April 
5, 1954, the United States Supreme Court 
held that Maryland could not require 
an out-of-state seller to collect the use 
tax where his sole activities in the tax- 
ing state consisted of newspaper, radio 
and direct mail advertising and occa- 
sional deliveries by common carrier or in 
his own vehicles. As a result, it seems 
unlikely that any attempt by these 
to require collection when the 


states 
seller 
solicits solely by catalogue or direct mail 


advertising will be sustained by the 
courts. 
The foregoing discussion involving 


mail order sales should be carefully dis- 
tinguished from the situation in which 
the seller’s activities are of such nature 
that, as a result, he is obligated to collect 
the use tax on sales made in the course 
of such activities. When, in addition to 
those sales, mail order sales are made, 
the seller is also required to collect the 
applicable use tax on the mail order 
sales.2 In other words, once a seller be- 
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comes obligated to collect the use tax 
on any sales, he may be required to 
collect it on all sales. To illustrate, if 
all orders from customers in a particu- 
lar state are received by mail and no 
salesmen represent the seller there, it 
is doubtful whether the state can re- 
quire collection of use tax. If, however, 
the seller also has salesmen in the state 
who take orders, collection of use tax on 
ill sales to purchasers in the state, in- 
cluding mail order sales, can legally be 
required. The statutes and administra- 
tive and judicial interpretations thereof 
for each state must be consulted to 
determine under what circumstances col- 
lection of use tax is required. 

If a seller who is required to collect 
use tax fails to do so, he and the buyer 
continue to be liable and the state may 
proceed against either one.10 

Most states permit a seller to collect 
the applicable use tax, even though he 
is not required to do so, provided he 
complies with the state’s registration re- 
quirements. In some states he may be 
required to post a bond. Purchasers 
sometimes prefer that the seller volun- 
tarily collect the use tax since they are 
make 
the seller does not collect it. 


supposed to payment direct if 


Returns and registration requirements 


In most states sellers who are re- 
quired to collect and remit sales or use 
taxes must register with the state. The 
sales tax requirement generally is that 
the seller must obtain a license or per- 
mit, and the use tax requirement gen- 
erally is that the seller must obtain a 
The 


differ in their requirements as to whether 


certificate of registration. states 
such licenses or certificates must be re- 
newed periodically. In some states, there 
ire special provisions for the issuance 


( 


f temporary permits to sellers who do 
not regularly make sales in those states. 

In most states, holders of sales tax 
licenses need not obtain registration cer- 
tificates under the Use Tax Act. Regis- 
tration under the Use Tax Act, however, 
does not generally excuse a seller from 


obtaining a sales tax license. 





v. Dilworth Co., 322 U.S. 327 (1944); 
on Co. v. Dept. of Revenue, 340 U.S. 534 





1). 

*Henneford v. Silas Mason Co., 300 U.S. 577 
(1936); Monamotor Oil Co. v. Johnson, 292 U.S. 
86 (1 Gallagher, 366 








); Southern Pac. Co. v. 
U.S. 167 (1939). 

Illinois is an exception, for reasons relating to 
judicial precedents involving the interpretation 
of its state constitution. Illinois makes its use 
tax applicable to all sales, but permits merchants 
who pay a Retailer’s Occupational Tax to offset 
R.O.T. payments against use tax liability to the 
state. The practical result is the same. 

‘Freeman v. Hewit, 329 U.S. 249 (1946); ef. 
Wiloil Corp. v. Pennsylvania, 294 U.S. 169 





In some states, where the seller does 
not maintain a permanent place of busi- 
ness, the company’s agent may be re- 
quired to post a bond guaranteeing col- 
lection of the tax on taxable sales. Also, 
where the seller does not maintain a 
regular place of business, some states 
reguire licensing or registration of the 
agent, rather than the corporation. 

A return must be filed in each state 
in which a seller collects a sales or use 
tax. Some states require returns to be 
filed monthly, others quarterly, and a 
few bi-monthly or annually. Such details 
can be obtained from the set of instruc- 
tions which each state will send out with 
its return forms. 


Out-of-state sellers 


Once it is established that an out-of- 
state seller is liable for sales tax or is 
required to collect the use tax, the 
question arises whether the taxing state 
can force the seller to make payment 
through legal action. 

States can proceed against out-of-state 
sellers in several ways: 

1. By serving a salesman in the state. 
This is frequently sufficient if the sales- 
men of the seller regularly solicit in the 
state. 

2. By attaching property of the seller 
in the state, such as a truck or automo- 
bile. 

3. By serving the seller in the state 
where it has its home office or in some 
other state where it has property. This 
is a recent development. 

The general rule of long standing is 
that states will not entertain suits for 
the collection of taxes due another state 
on the ground that one state will not en- 
force the penal or revenue laws of an- 
other state. 

However, recent legislation has _ re- 
duced this protection in 24 states. These 
states grant any other state the right to 
sue in its courts and recover any lawful 
tax due when a similar right is accorded 
the granting state.!! 

In 1957 the Supreme Court of Illinois 
determined in the case of City of De- 
troit v. Gould!2 that, even without such 


(1934), where the court distinguishes contracts 
requiring interstatement shipment and contracts 
where such interstate transportation is merely 
incidental. 

5In re Globe Varnish Co., 114 F.2d 916 (CA-7, 
1940). 

® General Trading Co., 322 U.S. 335. 

Te.g. Arizona and Nevada; other states which do 
not require foreign sellers to collect the applic- 
able taxes if the seller’s only local activity is so- 
licitation by non-resident salesmen include Mich- 
igan, Missouri, Oklahoma and Washington. These 
states each apply differing tests to determine the 
seller’s liability in this connection. 

8 Miller Bros. v. Maryland, 347 U.S. 340 (1954). 
® Nelson v. Sears, Roebuck & Co., 312 U.S. 349 
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statute, the Illinois courts are open to 
other states to sue to collect taxes due 
under the tax laws of such states. This, 
of course, is a departure from the gen- 
eral rule. 

If a taxing state obtains a valid judg- 
ment in its own courts against a seller, 
the state may enforce that judgment in 
any other state seller has 
property.!8 This right is not dependent 
upon the existence of the reciprocal 


where the 


statutes referred to above. 

out-of-state 
seller which result in his being required 
to collect the use tax are usually suff- 
cient to subject him to suit in the court 


Those activities of an 


of that state. These activities may be 
much less than those which would re- 
quire a corporation to qualify to do 
business in the laws 


state under the 


applicable to foreign corporations. 


Current developments 

This field is one in which there are 
always current developments and the 
trend is toward more sales and use taxes, 
a gradual increase in the rates of tax 
and a tightening up of the collection re- 
quirements on out-of-state sellers. I do 
not think that these statements require 
any great documentation. I am sure that 
you are aware that a number of states 
which do not now have a sales or use 
tax edge closer in each session of the 
legislature to a favorable consideration 
of such tax legislation. 

I am sure that you have watched the 
tax rates climb almost universally. In 
1957, its tax rate 
from 2 to 3%; Pennsylvania eliminated 


Arkansas increased 


the reduction of its 3% tax to 2%, which 
was supposed to have become effective 


on June 1; Rhode Island increased its 


tax from 2 to 3%; Maine increased its 


tax from 2 to 3%; Illinois retained its 


2.5%, rate, although originally this had 
been scheduled to revert back to a 2% 
rate; and only Iowa put into effect a re- 
duction in rate. 

I suspect that many have already felt 


the increased pressure on out-of-state 


sellers. This has sometimes taken the 
form of amendments to the laws, such as 


(1941); Nelson v. 
373 (1941). 

lo The statutes of most states so provide. See, 
however, Mannen & Roth Co. v. Peck, 161 O.S. 
153 (Ohio, 1954) and Union Carbide and Carbon 
Corp. v. Bowers, 166 O.S. 419 (Ohio, 1957). 

11 The states which have such reciprocal] statutes 
are: Alabama, Arkansas, California, Georgia, In- 
diana, Kansas, Kentucky, Louisiana, Maine, 
Maryland, Michigan, Minnesota, Mississippi, Mis- 
souri, New Hampshire, North Carolina, Okla- 
homa, Oregon, South Dakota, Tennessee, Vir- 
ginia, Washington, West Virginia, Wisconsin. 
1212 Ill. 2d. 

18 Milwaukee County v. M. E. White Company, 
296 U.S. 268 (1935). 


Montgomery Ward, 312 U.S. 
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in California. Last year California 
changed its law to require out-of-state 
sellers who did not maintain an office, 
warehouse, or other place of business 
in California to collect the tax if regular 
solicitation occurred. Mere regular solici- 
tation had not previously imposed a col- 
lection duty on out-of-state sellers. 

But aside from this type of legal 
change of position, it is perhaps even 
more significant that the administrative 
the state governments 
are devoting more time and effort to 


arms of several 
the enforcement of collection require- 
ments against out-of-state sellers. State 
audits are becoming more common. Re- 
turns are more closely examined. A gen- 
eral tightening of collection procedures 
is being experienced. 

I have been asked to comment on the 
possibilities of or methods of minimizing 
liability. I find this an impossible task, 
not because liability cannot be mini- 
mized by careful planning, but because 
that planning must be confined to a 
state by state analysis and must be based 
upon the particular operations of the 
employer and his ways of doing business. 
I suggest only that, in order to be able to 
minimize liability, you must first have 
knowledge of the sales and use tax laws 
of the states in which you make sales. 
Once you know the ins and outs of those 
laws, the policy makers in your respec- 
tive companies are in a better position 
than a lawyer to determine what steps 
can be taken, within the framework of 
the particular business, in order to mini- 
mize liability. 

Toward this end, the co-operation of 
a number of companies in the same in- 
dustry can often be most effective. On 
such a group basis, the companies in an 
industry, either through an association 
or simply through co-operation for this 
purpose, can finance a continuing sur- 
vey of state sales and use taxes as they 
apply to the operations of a particular 
industry. This means that the basic ele- 
ments of the state sales and use tax laws 
and the applicable exemptions can be 
summarized in a two- or three-page docu- 
ment and kept up-to-date on a continu- 
ing basis. I have seen this done and, as 
a matter of fact, have participated in 
the doing of it and I have been quite 
surprised to find how useful a tool this 
has been for the participating concerns. 

It seems to me that there is no longer 
any substitute for this sort of continu- 
ing knowledge of the application of the 
laws of the several states. The day of 
finding a magic formula for doing busi- 


December 1958 


ness in a way which will never subject 
your business to sales and use taxes is 
gone. If there are savings to be made, 
they must be made within the frame- 
work of the law and must start with the 
assumption that you are probably liable 
to some extent for sales and use tax col- 
lection or payment. 

I cannot refrain from adding one com- 
ment which is probably only a futile and 
faint cry in the wilderness. It seems to 
me absurd that there should be such a 
tremendous number of petty variations 
in the administration and enforcement 
of a relatively simple tax such as these 
and taxes. I do not know 
whether it is at all politically possible, 
but it would be a marvelous thing for 


sales use 


the business world if a uniform sales and 
use tax could be developed and grad- 
ually sold to the states which have such 
taxes. I doubt seriously that the adoption 
of such a uniform act would in any case 
materially affect either the state revenues 
or the businessman’s long run liability. 
But it would certainly save a lot of 
headaches for state administrators, busi- 
nessmen, accountants and lawyers. 
And as far as the lawyers are con- 
cerned, I must say that I doubt it would 
decrease their fees proportionately to 
their headaches. It has been my exper- 
ience, at least, that a lawyer tends to be 
consulted when a state has taken a fairly 
unreasonable position with respect to 
some detail of the tax structure. For ex- 
ample, I find business managers upset 
around in an 
insists that what the com- 


when California comes 


audit and 
pany has for years considered exempt 
installation charges are now partially to 
be considered as on the job assembly and 
therefore part of the taxable base. But 
the amount of dollars involved, except 
in unusual situations, is very likely to be 
fairly smali. Now if you assume that the 
dollar difference is around $5,000 or less, 
how far up through the state’s adminis- 
trative appeal hierarchy and on into the 
courts of California can a company go 
economically? Or to direct the question 
at the lawyers, how far can you take this 
case before your fees and expenses are 


all out of proportion to the amount in 
controversy? 

It is, therefore, my feeling that it is 
high time some steps were taken in at 
least a preliminary way toward the de- 
velopment of a uniform act. This has 
been accomplished in other fields with 
reasonable success, as evidenced by the 
Uniform Sales Act, the Uniform Nego- 
tiable Instruments Act, and others. I do 
not know whether it has ever been done 
as to tax statutes. I do not know whether 
it can be done. But I would like to see 
it tried. bo 


New York would require 

repairmen to report use tax 
New York City who 
hoped to evade the city sales tax by pur- 


RESIDENTS OF 


outside its 
boundaries may soon find a bill for com- 


chasing taxable property 
pensating use tax in their morning mail. 

A bill sponsored by City Councilman 
David Ross, if passed, will require serv- 
icemen who repair appliances under 
manufacturer’s warranty to report the 
name and address of the owner, where 
and when the item was bought and 
whether a sales or compensating use tax 
has been paid on it. On receipt of the 
serviceman’s report, the Controller's 
office will send the owner a bill for the 
use tax, and Councilman Ross estimates 


that such a measure would add “hun- 
dreds of thousands of dollars’ to the 
city’s annual revenue. w 


Correlation of state and 
Federal taxes recommended 


IMMEDIATE AND AUTOMATIC conformity 
of state taxing provisions with the Fed- 
eral is recommended to the State Bar of 
California by its Committee on Taxa- 
tion. In the report of its annual meeting, 
the Committee included a recommenda- 
tion that the Bar endorse the principle 
of conformity of both personal and 
corporate income taxes with the compar- 
able provisions of the Code with re- 
spect to determining the income on 
which such taxes are based. ¥ 


New state & local decisioris | 





No test check if records are complete. 
The New York Court of Appeals, on 
June 25, affirmed without opinion a rul- 
ing of the Appellate Division of the 
State Supreme Court barring the use of 
a test audit period to determine the tax- 


payer’s liability for the New York weight- 
distance tax. In denying the use of a 
four-month check of the taxpayer’s re- 
ported mileage, the court held that, 
where complete records were available, 
they should be used to determine the 
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exact deficiency. For one class of 
vehicle for which the taxpayer did not 
have records, it sustained an assessment 
based on the best available informa- 
tion including data on weights obtained 
from other operators. Babylon Milk & 


Cream Co., Ct. Apls. N. Y., 6/25/58. 


NYC wins two gross receipts tax cases. 
Sales by the taxpayer, a New York City 
brewery, to out-of-state distributors were 
handled in the same way as those made 
New 


York. The customer’s truck was loaded 


to customers doing business in 


in New York and was then sealed and 
driven to the distributor’s place of busi- 
ness. The court held that, since delivery 
had taken place within the city, no 
Commerce 


violation of the _ Federal 


Clause or the Fourteenth Amendment 
resulted from imposition of the tax. 
The court said the fact that the New 
York City tax was termed a privilege 
tax measured by gross receipts, rather 
than a sales tax, had no bearing on the 
status of the transactions in- 
volved. F. & M. Schaefer Brewing Co., 
Ct. Apls. N. Y., 6/25/58. Another case 
involving the New York City gross re- 


taxable 


ceipts tax held the tax applicable, on an 
apportioned basis, to a Massachusetts 


corporation which performed all its 
manufacturing activity outside the state, 
but had a large permanent sales staff, 
supervised by three vice-presidents, in 
New York. 


trolled credit, could withhold delivery 


[his staff solicited sales, con- 


on orders already taken, and in all but 
rare instances, accepted the sales con- 
tracts solicited by the sales staff working 
out of the office. The court upheld im- 
position of the tax on the ground that 
these offices were engaged in activities 
designed essentially and exclusively for 
the local buyers and to hold the local 
market. Berkshire Fine Spinning As- 
sociates, Sp. Ct. (App. Div.) N. Y., 7/7 


Te! 


Michigan apportionment formula need 
not include purchases. Michigan’s corpo- 
ration franchise tax law imposes a tax 
on paid-up capital and surplus and pro- 
vides the determination of the Michigan 
formula: 


base through a_ three-factor 


property, compensation and_ receipts. 
Che law states that, when an allocation 
factor does not properly reflect the ac- 
tivity, business receipts and capital of 
the taxpayer, the statutory formula may 
be adjusted by including one or more 
other factors or by applying any other 
method. 


similar Taxpayer, an out-of- 


state mail order firm, contended that a 
fourth factor, purchases, should be added 
in order to give weight to the fact that 
its purchasing function was performed 
almost entirely outside the state. The 
board denies the taxpayer’s claim. Point- 
ing out that this was not a tax on or 
measured by income, but a tax on the 
capital employed in the state, the board 
said that the buying function of the 
taxpayer’s business was sufficiently and 
reasonably reflected in its payroll and 
its inventories and that the taxpayer had 
failed to that the 
formula operated unreasonably in its 
case. Montgomery Ward & Co., 


CTAB Mich., 6/30/58. 


prove three-factor 


Inc., 


City tax on gas held invalid. The 
Louisiana constitution prohibits muni- 
cipalities from levying an excise, license 
or privilege tax upon gasoline and other 
fuel used in the generation of motive 
power. The lower court, however, had 
upheld the imposition of the Baton 
Rouge occupational license tax on sales 
of motor fuel on the ground that this 
tax was upon the occupation of sell- 
ing- motor fuel.measured. by. the..motor 
fuel sold and not upon the fuel itself 
and was not the kind of levy prohibited 
by the state constitution. In overruling 
the lower court, the state supreme court 
construed the occupational license tax 
to be a tax on the privilege of pursuing 
an activity or 


occupation of selling 


motor fuel, but held that the constitu- 
tional prohibition ran to any indirect 
tax upon the activity, occupation, or 
privilege of selling or otherwise dealing 
in motor fuels, thus invalidating the tax 
levied by the city. Robert’s, Sp. Ct. La., 


5/26/58. 


No apportionment for single-office firm. 
The apportionment provision of 
Georgia’s corporation income tax law is 
not applicable to a corporation which 
maintained its only office and place of 
business in the state and derived its en- 
tire income from shipments upon un- 
solicited orders received from buyers in 
various states. In ruling that the tax- 
liable 


taxes on the net income derived from 


payer was for Georgia income 
its entire business operations, the court 
emphasized that the taxpayer had no 
branch offices, incurred no cost of selling 
and that all its orders came to it un- 
solicited. Georgia’s law provides that, if 
the entire business income of a corpora- 
tion is derived from property owned or 
business done in the state, the tax shall 
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be imposed on the entire business in- 
come. The court said that the taxpayer 
was engaged in business only at its 
office in Georgia and the fact that it 
sold to customers in other states did not 
mean that it was engaged elsewhere than 
in Georgia. Coca Cola Bottling Co., Sp. 
Ct. Ga., 7/11/58. 


Sales tax on redemption of coupons. 
Taxpayer enclosed in its packages cou- 
pons redeemable, either alone or with a 
cash payment, for merchandise. Taxpayer 
admitted liability for sales tax on the 
premiums given in exchange for both 
coupons and money, but contested an 
assessment of tax on transfers where no 
cash payment was made on the premise 
that there was no price on which to base 
The 
transactions were sales and that sales tax 


the tax. board holds that these 
is due on the aggregate value of the 
coupons. Grand Duchess Steaks, Ohio 
BTA 7/10/58. 


Interstate carrier held taxable; cases 
distinguished. North Carolina assessed 
income tax against a never 


North 
to do intrastate 


taxpayer 
domesticated - in Carolina, nor 
authorized business 
there. It owned no real property in the 
state, but maintained several rented 
terminals manned by employees who 
usually lived in the state. In ruling that 
no violation of the Federal Commerce 
Clause had resulted from the tax imposi- 
tion, the court distinguished between 
the North Carolina tax and other levies 
measured by net income which were 
struck down in recent cases involving in- 
terstate commerce. In the Spector case 
and the Railway Express Agency case, 
the United States Supreme Court had 
interpreted the taxes in question to be 
privilege taxes on interstate business. 
In the Eastman Kodak case, the Penn. 
sylvania Supreme Court held that, al- 
though termed a property tax, the con- 
tested levy was in fact imposed on inter- 
state income as a privilege tax. The 
North Carolina tax at issue here, the 
said, was income 


court imposed on 


earned in North Carolina by reason 


of its interstate business, which was 
reasonably attributed to the state and 
not upon the franchise of the taxpayer 
to engage in interstate business in the 
state. With respect to the taxpayer’s 
argument that “due process” was vio- 
lated by the tax, the court said that the 
facts showed that the taxpayer was en- 
gaged continuously in substantial in- 


come producing activities in North Caro- 
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lina in the course of which it received 
protection from the state in many forms. 
The court held the taxpayer’s business 
activity in the state clearly gave North 
Carolina the right to collect an income 
tax. ET&WNC Transportation Co. Sp. 


Ct. N. C., 6/30/58. 


Corporation owned by charity held tax- 
able. In 1949, a tax-exempt hospital 
association purchased all the outstand- 
ing shares of a Kansas corporation en- 
gaged in the manufacture of alcohol. 
The corporation continued its commer- 
cial activities, but was reorganized and 
in its new charter was described as a 
non-profit organization and it claimed 
it was exempt from the Kansas corpo- 
ration income tax as an organization 
operated exclusively for charitable pur- 
poses and no part of whose earnings 
inure to the benefit of any private in- 
dividual. In denying the claim for ex- 
emption, the court holds that the corpo- 
ration met the second requirement of 
the law since its total profits were dis- 
tributed to the hospital, but that it did 
not fulfill the first requirement. The 
court said that the corporation’s primary 
purpose was to engage in commercial 
profit-making enterprises, which was not 
the exclusively charitable 


the 


purpose re- 
quired by statute. As a “feeder” 
corporation for a charitable organiza- 
tion, it did not acquire the charitable 
nature of the recipient of its net income. 
Midwest Solvents Co. Sp. Ct. Kan., 5 


10/58. 


No use tax on purchases for clients. 
Taxpayer advertising agency paid for 
merchandise purchased outside the state 
for its clients and was reimbursed by its 
clients, to whom shipment was made 
directly. The purchase orders plainly 
showed that the purchases were made 
on behalf of disclosed principals. The 
court stated that the advertising firm 
acted as an agent in the transactions and 
possessed none of the incidents of owner- 
ship in the property involved. Hence, 
use tax may not be imposed on it. 
Rowe, Sp. Ct. Ia., 7/28/58. 


Uphold Washington tax on total re- 
ceipts. Washington’s business and occu- 
pation tax need not be apportioned 
when imposed on instate manufacturing 
which is subject to executive direction 
from outside the state. The court held 
that the manufacturing was purely a 
local activity and was not subject to tax 
by any other state. The same taxpayer 
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contended that the business and occupa- 
tion tax imposed on its wholesale sales 
negotiated in Washington should be ap- 
portioned since sales promotion activi- 
ties carried on outside the state were re- 
flected in the price of its Washington 
sales. Here, too, the court ruled against 
the taxpayer on the ground that the 
wholesale activity was completed within 
the state. Crown Zellerbach, Sp. Ct. 
Wash., 8/14/58. 


No Ga. use tax on casual sales. The 
Georgia Court of Appeals had ruled 
previously that a casual or isolated sale 
could not be subjected to a sales tax. It 
now holds that the use tax was designed 
to reach only property not sold in the 
state and that the casual sales made in 
Georgia are exempt from both the sales 
and use tax. Suwannee Longleaf Manu- 
facturing Company, Ga. Ct. App., 3/ 
19/58. 


Connecticut succession tax ruling. Dece- 
dent’s widow received a benefit under 


his employer's non-contributory un- 
funded pension plan. Under terms of 
the plan, upon death occurring prior 
to retirement and during active em- 
ployment, the decedent could elect to 
have his surviving spouse receive a lump 
sum benefit or a monthly annuity. The 
decedent, at the time of his death, was 
not personally entitled to receive a re- 
tirement allowance. The lower court had 
ruled that the had succeeded to 


nothing that the decedent had owned 


wife 


and, therefore, there was no basis for 
imposing the tax. In reversing the lower 
court, the state supreme court held that 
the decedent, in the course of his active 
employment had acquired contractual 
obligations running from the company 
to both him and his wife and that thus 
the full benefits passing to his wife were 
taxable. Dolan, Sp. Ct. Errors Conn., 


8/12/58. 


No deduction for lost bets. California has 
the right to deny a bookmaker an in- 
for bets lost. 
the year 1951, the bookmaker reported 
winnings of $482,829, losses of $466,970 
and paid taxes on a net profit of $15,- 
859. On May 3, 
tax law was amended so as to disallow to 


come tax deduction For 


1951, the state income 


any taxpayer any deduction from gross 
income from illegal activities. On the 
basis of this act, the franchise tax board 
disallowed all wagering losses sustained 
by the bookmaker subsequent to its 
effective date. The adjustment resulted 


in an additional assessment against the 
bookmaker of $14,330. The bookmaker 
contended that the act as applied was 
not a true tax, but a penalty and as such 
deprived him of property without due 
process of law. In dismissing this argu- 
ment, the court cited a Federal court de- 
cision upholding the Federal statute im- 
posing an annual occupation tax on 
persons engaged in wagering and held 
that the legislature acted within its con- 
stitutional powers in enacting a meas- 
ure which resulted in increased revenues 
while taking cognizance of other state 
policies and discouraging illegal activi- 
ties. Hetzel, D. Ct. Appls. Calif., 6/10/58. 


Use tax on imported vessel upheld. 
California assessed a use tax on a yacht 
imported from Holland; the taxpayer 
contended that the export-import clause 
of the Federal constitution prohibited 
the state from taxing the use of the im- 
ported item. He argued that, by the pay- 
ment of the customs duty to the United 
States, he purchased the right to use the 
yacht in California free from the taxing 
power of the state. In denying the 
taxpayer’s claims, the court ruled that, 
when the yacht completed its journey 
and was put to the use for which it was 
imported, it lost its exempt status as an 
import. Sugarman, Dist. Ct. Apls., Calif., 
7/21/58. 

“Drummer” tax held valid. An ordin- 
ance of a New Mexico town imposed an 
occupation tax based on the gross vol- 
ume of business, on all occupations, pro- 
fessions, trades, etc. This case involved 


a “drummer” who was engaged in solicit- 
ing orders for tailor-made clothes which 
were shipped to the customer COD from 
The 
lenged as a violation of the Federal 
Commerce Clause. In upholding the tax, 
the 


California. ordinance was chal- 


court said that no discrimination 


against interstate commerce resulted 
since the tax applied both to local mer- 
chants and out-of-state solicitors and that 
to grant immunity to the latter would 
give a preference to interstate commerce. 


Miller, Sp. Ct. N. Mex., 7/18/58. 


Ohio highway-use reciprocity upheld. 
Taxpayer claimed that the Ohio high- 
way use tax had been applied invalidly 
over a period of six months because the 
tax as administered was discriminatory. 
The claim was based on the fact that, 
during six months in 1955, the taxpayer, 
as an Ohio corporation operating as a 


common carrier, was subject to the high- 
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way use tax while competitors domiciled 
in Michigan and Indiana were not re- 
quired to pay the tax on their Ohio op- 


erations because of reciprocity agree- 
ments then existing between Ohio and 
those states. The situation arose as a re- 


sult of the supreme court ruling in Inter- 
state Motor Freight System, which de- 
clared that these reciprocity agreements 
exempted Michi- 
gan and Indiana from the highway use 


carriers domiciled in 


tax. Soon afterward, Ohio canceled the 


The state contended that 


the classification was not discriminatory 


agreements. 


among members of the same class and 
pointed out that during the period the 
reciprocity agreements were in effect the 
taxpayer was exempt from Ohio taxes on 
vehicles subject to Michigan tax and 
licensing provisions, and enjoyed a like 
imfnunity from Michigan and Indiana 
taxes on vehicles licensed in Ohio. The 
court held that the classification in effect 
during the period was not unreasonable 
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or unconstitutional. 
Sp. Ct. Ohio, 7/2/58. 


Kaplan Trucking, 


Philadelphia wage tax upheld. The 
United States court of appeals, Third 
Circuit, held that a New Jersey resident 
employed at the Navy Yard in Phila- 
delphia was subject to the city’s 1.5% 
wage tax. The employee had argued that 
he was immune from tax because, by 
traveling to and from the Navy Yard by 
ferry boat, he was never present in the 
city. He had also contended that the 
Federal Government had sole jurisdic- 
tion at the N 
in Pennsylvania. The attorney general of 
New Jersey had intervened in behalf of 
the employee who had been joined in 
the case by about 3,500 Ne 
dents similarly 
CA-3, 7/18/58 


Javy Yard over non-residents 


w Jersey resi- 


employed. Thompson, 


Ruling on out-of-state gain. A Louisiana 
physician in 
in Tennessee 


1944 purchased property 
which he obtained 
rentals until he sold it in 1951 for a net 
gain of $191,000. The taxpayer excluded 
the gain from his taxable income on the 
ground that it constituted a capital gain 
from the disposition of assets outside 
the state, a 
under the 
The 
gain as 


from 


form of income exempt 


Louisiana income tax law. 


state however, sought to tax the 
from the business of 
The court ruled 
in favor of the taxpayer, principally on 
the facts that the 


income 
handling real estate. 


was the 
sole real estate venture the taxpayer had 


transaction 
been engaged in, that the property was 
managed solely by realtors, and that the 
property had been purchased to be re- 
sold. Latter, Sp. Ct. La., 4/21/58. 


Can deduct expense despite reimburse- 
ment. Idaho’s income tax law allows as 
a deduction medical expenses in excess 
of $100 actually paid by the 
during the taxable year. 


taxpayer 
The statute ex- 
cludes from the definition of “gross in- 
health 


Taxpayer claimed his entire 


come” amounts received from 
insurance, 
medical expense—less $100— though part 
The state reduced 


the taxpayers’ claimed deduction by the 


had been reimbursed. 


amount which they had received under 
terms of two insurance policies. In per- 
court 
took the position that, since Idaho’s law 
did not follow Federal provisions, re- 
imbursement by 


mitting the full deduction, the 


insurance companies 
did not alter the fact that the expenses 
had been paid by the taxpayers. Taylor, 
Sp. Ct. Idaho, 5/29/58. 
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NEW DEVELOPMENTS IN 


aspects of insurance - 


MORRIS R. FRIEDMAN, LL.M., AND 
BAKST, L1.B., CPA 





Sell a nearly-matured endowment? 


Courts disagree on capital gain 


hb pey THE SALE before maturity date 
of endowment insurance policies or 
deferred annuity contracts to third per- 
sons give rise to capital gain or ordinary 
income? As a result of conflicting deci- 
sions ax 
Claims, the 


recently rendered by the 


Court and the Court of 
issue is up in the air. 

In Percy W. Phillips, 30 TC No. 87 
(1958) the taxpayer, a practising at- 
torney specializing in tax matters, was 
$27,000 endowment 
policy covering his life. Being aware that 


the owner of a 


the surrender of the policy at maturity 
would not constitute a sale or exchange 
and, therefore, would require the en- 
dowment proceeds in excess of his cost 
basis to be taxed at ordinary income 
tax rates, the taxpayer transferred the 
policy, some twelve days prior to the ma- 
turity date, to two of his law-partners 
and treated the gain realized as lony- 
term capital gain. 

The Commissioner contended that the 
transfer was not a sale or exchange and, 
further, that the excess of the proceeds 
over the taxpayer’s basis essentially rep- 
resented interest earned, which should 
be taxable at ordinary rates. The court, 
with one dissent, found that the trans- 
sale and not 


action was a bona fide 


merely an agency arrangement 


querading as a sale. The court also dis- 


mas- 


agreed with the Commissioner’s alter- 
native argument that the sum of the 
periodic increases in the cash surrender 
value of the endowment policy consti- 
tutes unreported interest so that the in- 
stant transaction was held not to be 
tantamount to the sale of an obligation 
upon which there was accrued but un- 
paid interest. The court preferred the 
theory that the gain was attributable to 
the dividends paid by the company, 
which reduced the basis of the policy in 
the taxpayer’s hands so that the subsc- 
quent sale gave rise to income to be 
taxed as capital gain. 

It is submitted that the Tax Court’s 


analysis was faulty in that it confused 
cause with effect. The dividends paid by 
a mutual insurance company are merely 
compensating adjustments for inflated 
premium charges, reflecting savings in 
mortality expense and/or excess earnings 
from operations, which prove to be more 
favorable than the conservative estimate 
used to determine premiums. 

An endowment-insurance policy may 
be analyzed in either of two ways: First, 
endowment with no death 
benefits, combined with term insurance 


as a pure 
for the entire death proceeds. Second, 
as composed of an accumulating invest- 
ment reserve supplemented by decreas- 
ing term insurance. Under either an- 
alysis it would appear that the taxpayer’s 
gain is substantially attributable to the 
return on his investment, equal to the 
cumulative total of the interest added 
annually to his policy reserve. 

In Arnfeld (Ct. Cls., July 16, 1958), 
except that the policy involved was an 
annuity contract, the facts closely re- 
semble those of the Phillips case. Here, 
the owner of the policy having a cost 
basis of $81,000 transferred it to an in- 
surance agent for $117,000 several days 
before its maturity. In turn the insur- 
ance agent borrowed $117,000 from a 
bank, pledging the annuity contract as 
collateral. The Court of Claims 
held that the transfer constituted a 
bona fide sale. However, the court sus- 
tained the 


also 


Commissioner’s contention 
that the gain was essentially interest in- 
come, emphasizing that the policy called 
for amounts deposited under the con- 
tract to accumulate at 3.5% interest com- 
pounded annually. Once having estab- 
lished that the increment was interest 
income, it concluded that the taxpayer 
could not convert the interest income 
into capital gain by employment of the 
sales technique. 

In essence the court’s decision is to the 
effect that, in the hands of this taxpayer, 
the policy was not a “capital asset.” 


Literally; an endowment or annuity 
policy would come within the scope of 
a capital asset as defined in Section 1221. 
But the court’s refusal to be bound by 
the statutory language is consistent with 
the following statement contained in the 
Supreme Court’s decision in Corn Prod- 
ucts Refining Co., 350 U. S. 55 (1955). 
“Admittedly, petitioner’s corn futures 
do not come within the literal language 
of the exclusions set out in that section. 
They were not stock in trade, actual in- 
ventory, property held for sale to cus- 
tomers or depreciable property used in 
a trade or business. But the capital asset 
provision of Section 117 must not be so 
broadly applied as to defeat rather than 
further the purpose of Congress. Burnet 
v. Harmel, 287 U. S. 103, 108. 
Since this section is an exception froin 
the normal tax requirements of the In- 
ternal Revenue Code, the definition of 
a Capital asset must be narrowly applied 
and its exclusions interpreted broadly. 
This is necessary to effectuate the basic 
congressional purpose. This Court has 
always construed 


” 


narrowly the term 
‘capital assets.’ 

Accordingly, it behooves practitioners 
to caution clients that, although they 
have relatively little to lose by employ- 
ing the sales technique, until the bail 
stops rolling, there is considerable doubt 
that the gain will be accorded the favor- 
able capital-gain treatment. 


Insurance considered unique 

We have been discussing these cases 
with Bernard Sherl, a New York at- 
torney who takes particular interest in 
tax matters; he is vice-president of the 
Federal Tax Forum here and a member 
of the National Taxation Committee of 
the Federal Bar Association. He is one 
of those who regard the Corn Products 
Refining (and the more recent Lake case) 
as unwarranted restrictions on the Code 
definition of a capital asset, in effect 
judicial legislation. Moreover, he notes 
that none of the cases cited by the Court 
of Claims or by Judge Harron in the 
Tax Court dissent dealt “with a sale of 
life insurance policies or endowments. 
The cases cited involved a partner's in- 
terest in earned fees of a partnership, 
Smith, 90 F.2d 590 (1937); dividends 
received on stock shortly before they be- 
came payable, Rhodes Estate, 131 F.2d 
50 (1942); amounts received in excess of 
the face value of notes which were in 
default both as to principal and _ in- 
terest, Fisher, 209 F.2d 513 (1954); stock 
options granted as compensation by the 
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taxpayer's employer, Sorenson, 22 TC 
$21 (1954); rights to oil payments, P. G. 
Lake, 356 U. S. 260 (1958); and amounts 
received by a lessor for cancellation of 
a lease, Hort, 313 U. S. 28, (1941). A re- 
view of the precise nature of an insur- 
ance contract points up the important 
fact that it resembles no one of the 
property rights considered in the above 
decisions. 

Che reply brief of the petitioner in 
the Phillips case contains an excellent 
presentation of the fundamental prin- 
ciples of a life insurance contract, which 
support the conclusion that it is a 
unique kind of property, the gain from 
the disposition of which must be con- 
sidered other 


independently of types 


of property which resemble income. 
What the insured receives from the 
insurance company is a 


contract con- 


taining a bundle of rights which are 
set out in the policy. These are: (1) The 
will receive 


beneficiary payment of a 


stated sum upon the death of the in- 
sured regardless of the total amount of 
premiums paid. (2) The right to receive 
a specified sum or extended paid-up in- 
surance for a specified period, if the 
owner does not wish or fails to pay 
premiums when due. (3) The right to 


receive a distribution out of 


surplus 
called ‘dividends.’ (4) A right by either 
the insured or the beneficiary to elect 
to receive payments under different op- 
The right to 
designate a beneficiary and to make such 


tion arrangements. (5) 


designation irrevocable. (6) The right to 
surrender the policy, make cash loans 
and apply dividends. 

Some of these rights which an in- 
sured owns are personal rights and some 
property rights. A purchaser of a policy 
from the owner acquires those rights 
which are property rights, which are all 
of the foregoing rights, except the right 
elect 
settlement options. Thus, the sale of an 


to change the beneficiary and 
endowment policy represents a transfer 
of substantial rights which transcend a 
mere right to receive earned income. 

“In an early case, John D. McKee, 
35 BTA 239, 1/8/37, acq. 1937-1, the 
court permitted petitioners to enjoy 
capital-gain benefits on income which 
otherwise would be taxable at ordinary 
rates where the bonds were sold one day 
before maturity. 

“In the Charles T. Fisher case (supra) 
where taxpayer sold notes on which prin- 
cipal and interest were in default, the 
court held that only the amount received 
in excess of the face of the notes was 


taxable at ordinary income. In F. Rod- 
ney Paine, 236 F.2d 398, where notes 
were sold about ten days before ma- 
turity admittedly to qualify an amount 
in excess of basis as capital gain, the 
held that the 
notes transferred by a valid sale were 


court increment of the 
taxable at capital gains.” 

fn the case of an endowment policy, 
since the increment may not be prop- 
erly attributable to interest, Mr. Sherl 
finds it quite difficult to rationalize the 
decision in the Arnfeld case and the 
dissent in the Phillips case with McKee, 
Fisher and Paine. 

“A primary factual difference between 
Arnfeld and Phillips” he continues, “‘is 
that the former involved the sale of an 
annuity policy and the latter an en- 
dowment policy. An annuity policy does 
not involve the element of insurance, 
but generally provides for the return of 
cost plus a yield or income thereon. In 
Arnfeld, the property rights sold—an 
annuity—more closely resemble the sale 
of investment property than the endow- 
ment policy sold in Phillips. This differ- 
ence might explain the point of de- 
parture between the two decisions. 

“However, there is authority for the 
proposition that the gain upon the sale 
of an annuity should be capital gain. In 
Arnfeld, the entire asset plus the right 
to future income was sold for a gain 
above cost. The cases cited by the Court 
of Claims involved property which was 
solely income in nature, and did not in- 
volve sales of an asset producing income 
plus the future income. 

“In other cases, the Tax Court and 
circuit courts have held that gain upon 
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the sale of a right to possession of 
premises under emergency rent laws 
McCue Bros., 19 TC 667, affd. 210 F.2d 
752, (CA-2) and the gain on the sale 
of a right to purchase coal were tax- 
able as capital gain. Pittston Co., 26 TC 
967, (This case was reversed and _ re- 
manded by the Circuit, 252 
F.2d 344.) In another case it was stressed 


Second 


that an essential factor in determining 
whether increment on the transfer of a 
property right is entitled to capital-gain 
treatment is the presence of a bona fide 
sale or exchange. An abandonment or 
relinquishment of a contractual right 
does not constitute a sale so as to war- 


rant capital gain treatment on the gain. 


Marc C. Leh, 22 TC 892, and cases 
cited in McCue Bros., 210 F.2d 752, 
(CA-2). 


“In Jules J. Reingold, BTA memo 
opinion, Docket No. 100878, it was held 
that a sale of a life insurance policy was 
the sale of a capital asset and in a ruling 
issued by the Commissioner dated Sep- 
tember 20, 1946, he stated: That 
the gain upon the sale or exchange of an 
annuity contract would ordinarily be 
considered a gain from the sale or ex- 
change of a capital asset.’” 

Mr. Sherl concludes that “the Court 
Arnfeld did not attach 
sufficient weight to the fact that a sale 


of Claims in 


was made of more than the mere right 
to future income, but what was sold was 
the entire bundle of rights constituting 
the annuity contract. The rationale of 
the decisions seems to weigh the scales in 
favor of the treatment of the gain in 
Arnfeld as capital gain consistent with 
the decision of the majority in Phillips.” 


New trusts & estates decisions 





Trust did not terminate until distribu- 
tion date; losses were incurred by trust, 
not beneficiaries. ‘Taxpayers were re- 
mainder beneficiaries of a trust. By its 
terms, the corpus was to be distributed 
ten years after the death of the life benc- 
ficiary. Because of the filing of the trus- 
tees’ accounting, the actual distribution 
did not take place until three months 
later. Applicable Pennsylvania law indi- 
cates the trust is considered to continue 
during this period. Thus, affirming the 
district court, this court holds that net 
operating and capital losses incurred by 
the trustees during the interim period 
are losses of the trust and cannot be 
claimed by the beneficiaries. Swoboda, 
CA-3, 9/12/58. 


Jury finds settlor controlled trustees, his 
sons; trust income taxable to him. A 
jury found that the income of six of 
seven trusts created by taxpayer between 
1936 and 1945 was taxable to him. The 
court sets aside the jury verdict as to the 
seventh trust. Evidence showed that tax- 
payer controlled the investment policy 
of the trusts through parental pressure 
on the trustees, who were his adult 
children. The court also pointed out 
that taxpayer had the power to sub- 
stitute trustees and to choose among the 
class of beneficiaries. While taxpayer had 
not exercised these powers, their exist- 
ence gave the taxpayer such control as 
to amount to ownership. Holdeen, DC 
N. Y., 9/16/58. 
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co SREORATE & PERSONAL PROBLEMS IN 


Tax ition 


of compensation 


TED BY JOHN P. ALLISON, ‘AL. B. 





Aciuary’s 


role in pension planning is 


little known but very important 


B= IRS and pension trust tax men 

attention these 
days to the assumptions and valuation 
the For 
example, when a fund values its invest- 


are paying more 


principles used by actuary. 


ments under a formula that produces 


lower-than-market values, realization of 
capital gain in any year may reduce the 
contribution for that year substantially. 
It thus behooves every tax man to be- 
come aware of the importance of the 
The 
actuary’s role was explained very well 
Luick, 
The Wyatt Company, ac- 
Writing in Trusts 
and Estates, from which we quote with 


actuary’s work and its results. 
some months ago by David J. 
president of 
countants, Chicago. 


permission, he said: 
Actuary’s responsibilities 

Whatever the medium of financing, 
the actuary has an essential function in 
the operation of a pension plan, because 
of his training in the making of calcula- 
tions involving the many contingencies 
to which the employee-participants in 
the plan will be subject as the exper- 
ience of the plan develops. Such con- 
tingencies include the rates at which em- 
ployees will die, become disabled, or 
otherwise leave the employer’s service in 
the future; 
during the 
The 
actuary is to combine such contingen- 


and the progression of pay 
period before their 
basic function of the 


rates 
retirement. 


cies with the interest rate assumed to be 
realized on the funds being accumulated 
and so determine the liability under the 
plan at any time and the amount of the 
contributions required to maintain the 
plan on a sound basis. 

Under the actuary, 
being an employee of the insurance com- 


insured plans, 
pany, is responsible for setting premium 
rates which will produce a margin for 
the Also, in insured plans, 
while premium rates are fixed for rela- 
tively short periods, the insurance ac- 
tuary must keep in mind that premiums, 
after they have been paid, carry with 


company. 


them a 

Under a trusteed plan, the actuary is 
usually an independent consultant re- 
tained by the sponsor of the plan. He is 
not an employee of either the spon- 
sor or of the trustee. To a very great 
degree, he is free of outside 
pressure in the assumptions which he 


guaranty of specific benefits. 


therefore, 


makes regarding the contingencies on 
which all pension calculations depend. 

In this country, it should be noted 
that there is no legal definition of an 
actuary or license laws such as apply 
to the practice of medicine, law, or ac- 
counting. Consequently, 
represent himself as an actuary and give 
advice regarding the funding of pension 
However, 


any one can 


plans. it is generally recog- 
measure of reliaLle ac- 
tuarial counsel is secured through mem- 
bership in The Society of Actuaries, a 
purely scientific organization, 
written examinations, 
membership as an 


nized that one 


which, 
grants 
Associate to those 
who qualify in technical actuarial work 


through 


and as a Fellow to those qualified in all 
phases of the principles and practice of 
It is therefore becom- 
ing increasingly usual to find a provi- 
sion along the following lines in trusteed 
pension plans: 


actuarial science. 


“The employer shall appoint an ac- 
tuary to advise the Pension Committee 
in regard to the financial operation of 
the plan and the contributions to be 
made thereunder, and the Committee 
shall act and rely upon the reports and 
recommendations of the actuary. 

“The actuary so appointed shall be a 
Fellow of The Society of Actuaries or an 
organization which has on its staff one 
or more Fellows of the Society of Actu- 
aries.” 

The functions of the consulting ac- 
tuary in relation to those of the trustee 
of a pension fund may be summarized 
as follows: 

It is the responsibility of the trustee, 
either alone or jointly with the sponsor 
of the plan, as set out in the trust agree- 


ment, to adapt investment policy to the 
requirements of the pension plan. The 
actuary’s only responsibility in this con- 
nection is to keep the trustee advised 
as to the benefit disbursements which 
the plan will require for some years to 
come, so that the maturity of 
ments can be arranged accordingly. 
Usually, for many years after the estab- 
lishment of a plan, the contributions of 
each current year will be much more 
than sufficient to meet the current bene- 
fits. Accordingly, long-term securities 
are especially suited to the early fund- 


invest- 


ing of pension plans. 
Interest 


The 
investment 


interest to be earned on the 
of the trust fund is also 
primarily the responsibility of the 
trustee. However, the interest rate to be 
assumed for a very long period in the 
future is of vital concern to the actuary 
as it constitutes a major element in his 
determination of the sponsor’s liability 
and of the contributions which must be 
made to meet that liability. The term 
“interest” means not only interest in its 
usual sense of the fixed revenue from 
bonds and other dollar obligations but 
also all other sources of investment re- 
turn, including dividends and capital 
gains. 
Accordingly, it is most advisable and 
helpful for the actuary to consult with 
the sponsor and the trustee, with a view 
to their mutual agreement upon a rate 
of “interest” for purposes 
which the trustee is reasonably sure of 
realization for many 
Usually, the trustee will be 
committing himself to such a long-range 


valuation 
years to come. 
averse to 
rate of accretion; but it is a joint re- 
sponsibility of the trustee and the actu- 
ary to determine a suitable rate. 


Valuation of investments 


Trust companies have developed 
widely different practices in the valua- 
tion of the securities. The most common 
principle followed is to value sound 
bonds at their amortized values, and 
stocks and other securities at cost prices. 
Trustees of pension funds have in re- 
cent years tended and 
toward investment in common stocks, 
and the methods of their periodic valua- 
tion have therefore engaged increasing 
attention. Some of the methods which 
have been used or suggested are: 
1. Cost Value. This method 


more more 


is pos- 


sibly in most general use; and, because 
it usually involves stability of yield, it 
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method. 
However. a particular disadvantage of 
the method is that, in the case of funds 
with a large holding of common stocks 
at market prices much greater than their 


is a reasonably satisfactory 


cost and with little prospect of diminu- 
tion in value, the true financial condi- 
tion of the plan is not disclosed and the 
sponsor is called upon to contribute 
more thah is required for the sound 
operation of the plan. 

2. Market This 
frequently been used, on the theory that 


value. method has 
it presents the true value of the fund 
at the time of valuation. This would, 
of course, be so if the fund were at 
the point of liquidation. Usually, how- 
ever, the stocks in a pension fund are 
intended to be held for long periods, 
and consequently their market value at 
the date of valuation may have little 
bearing on their effective future value 
as assets of the fund. The method may 
produce wide fluctuations in the 
amounts of annual contribution. 

3. Cost or market value—whichever is 
lower. This method is used in the valua- 
tion wherever an ultraconservative valu- 
ation is required. It would usually, how- 
ever, be regarded by the Internal Rev- 
enue Service as producing, for tax ex- 
emption, amounts of contribution which 
are unrealistically high. 

1. Moving-average value. This method 
determines the value as the average 
market value of a certain date in each 
of the past few years, five years being 
generally suggested. A modification of 
the method is to take the value as of the 
last valuation date increased or de- 
creased by 1/5 of the difference between 
that value and the current market value. 
Che method is based on the theory that, 
while it is inadvisable to value at current 
market rate, cognizance should be taken 
of the trend in prices. This method in- 
sures that the value used will always 
follow the trend but never fully keep up 
or down with it. 

5. Yield Values. This method would 
determine the value of common stock 
solely in relation to the rate of interest 
used for the actuarial valuation of lia- 
bilities. That is to say, the value of any 
stock would be such that the current 
dividend rate would represent a yield 
equal to the actuarial valuation rate, 
provided that the value so determined 
is not greater than the market value as 
of the valuation date. A modification of 
the method would be to determine the 
value on the basis of a yield somewhat 
higher than the actuarial rate. By this 


means, a contingency reserve would be 
indirectly maintained—a procedure 
which might or might not be acceptable 
to the Internal Revenue Service. 

The Internal Revenue Service does 
not seem to have taken any definite atti- 
tude regarding the valuation of pension- 
fund assets. There have been recent in- 
dications, however, that the Service is 
beginning to look more closely into this 
aspect of pension-fund administration. If 
this be so, it is likely that more definite 
and exact principles and methods of 
valuation will be required than are now 
being followed. 

From a strictly technical standpoint, 
with a view to stabilizing the rate of 
“interest” and the consequent contribu- 
tions as much as possible for future 
years, the preferred method of valuation 
would be to value all sound bonds, 
which are to be held to maturity, on the 
basis of amortization of either premium 
or discount, and to value common 
stocks and other securities without fixed 
subject as the plan develops. 


Actuarial assumptions 


The main realm of the consulting actu- 
ary’s work in connection with a trusteed 
pension plan is in the making of the 
actuarial assumptions necessary to deter- 
mine the sponsor’s liability under the 
plan and the contributions to be made. 
These assumptions must be made with 
regard to the future rate of interest, al- 
ready discussed, and the contingencies 
of mortality, disability, changes of salary 
and termination of service, and rates of 
retirement to which employees will be 
subject as the plan develops in the 
future. 

Almost the sole responsibility in this 
connection must rest with the actuary 
since the processes which must be fol- 
lowed, while simple in principle, are 
highly technical in actual practice. Con- 
siderable assistance can sometimes be 
obtained from the sponsor with regard 
to the probable experience of employees 
as to termination of service and rates of 
pay; but otherwise it is left to the actu- 
ary to decide upon the details of the 
assumptions, to construct the tables 
necessary for the calculations, and to de- 
termine the amounts of liability and 
contribution. The 
of the plan therefore depends to a great 
extent on the assumptions which the 
actuary uses. 

In the establishment of a trusteed pen- 
sion plan, the actuary usually has an 
important role: first, in the preliminary 


financial soundness 
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designing of the plan; and later, in the 
preparation of the plan and the trust 
agreement in their final detailed form. 

In the preliminary work, the actuary 
works first with the sponsor in design- 
ing a plan to provide the desired bene- 
fits and making test calculations in order 
to ascertain whether such benefits can 
be provided with the available funds. 

When the general provisions of the 
plan have been decided upon, the spon- 
sor’s legal counsel drafts the plan in 
its final form. There are bound to be 
many provisions involving actuarial con- 
cepts; and it is therefore important for 
the actuary to collaborate with the coun- 
sel regarding the terminology used in 
their drafting, in order to facilitate the 
initial and subsequent determination of 
the liability and contributions. 

In drafting the trust agreement, which 
is usually a joint undertaking of the 
trustee and the sponsor’s legal counsel, 
the actuary’s advice is much less im- 
portant, as his interest in the instru- 
ment is usually confined to those pro- 
visions affecting the periodical valuation 
of securities and their impact upon his 
actuarial valuations and those relating 
to the possible termination of the plan. 
The actuary should, however, review the 
trust agreement before its 
proval. 


final ap- 


Actuary’s reports to sponsor 


After a trusteed plan has been made 
effective, it is customary for the actuary 
to make an annual valuation of the 
financial condition of the plan, with a 
view to recommending to the sponsor 
the amount of contribution to be made 
to maintain the plan on a sound basis 
and to certify as to the range of contri- 
butions acceptable to Internal Revenue 
Service. In this work, the actuary and 
the trustee must again collaborate—the 
trustee making a valuation of the fund’s 
assets, and the actuary making a valua- 
tion of the plan’s liabilities. 

The minimum of information which 
the actuary must obtain from the trustee 
is the value of the fund at the valua- 
tion date computed on the valuation 
agreed upon, and the amount and tim- 
ing of the contributions made during 
the preceding year. In order to furnish 
the actuary with a proper perspective 
of the asset side of the plan, however, 
the trustee should provide him with a 
fairly complete summary of the income 
and disbursements of the preceding 
year; of the distribution of the assets at 
the year end, with their book and 
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market values where possible; and of the 
approximate rate of interest earned dur- 


December 1958 


ing the year and the future yield rate 
realized from the year-end portfolio. * 


cisions this month 





Taxability of civil service pensions for 
services in U. S. possessions. The IRS 
discusses how to determine the consid- 
eration paid by U. S. citizens for pen- 
under the U. S. Civil 
Service Retirement System for services 


sions received 


performed wholly or partly in a posses- 
sion of the U. S. Rev. Rul. 58-472. 


Payments under deferred compensation 


contract are exempt disability pay. 
Botany 


Mills, had in 1951 signed an employment 


Taxpayer, vice president of 
contract giving him $35,000 a year until 


retirement, $25,000 after retirement 
while he served as consultant, and $15,- 
000 if he should be disabled and unable 
to serve. He became disabled and argues 
that the $15,000 he received in 1953 
should be taxed as health insurance. 
The district court held that this pay- 
ment could not be considered exempt 


disability insurance under the 1939 Code 





Understatements of income not evidence 
of fraud. The Commissioner’s reliance 
upon consistent understatements of in- 
come shown by net worth computations 
as evidencing fraud is held to be un- 
warranted in the case of a reputable 
business man who at most is found 
guilty of negligence in failing to keep 
proper records. The deficiency assess- 
ments, which were sent more than seven 
years after all the returns in question 
were filed, are, therefore, 
Belcher, TCM 1958-180. 


untimely. 


Nine years of underpayment not fraud- 
alent. From 1945 to 1953 taxpayer con- 
sistently underpaid his taxes. His own 
principal witness admitted this, although 
he claimed that the underpayment was 
less than the amount the Commissioner 
computed and that the cause was not 
fraud, but his own and his auditors’s 
ignorance. The jury upheld the Com- 
missioner’s computation of the under- 
payments, but found no fraud. Haggard, 
DC Ky., 7/24/58. 


Failure to file prepared returns not 


proof of fraud. Taxpayer's returns for 


1948 and 1949 had been properly and 


New fraud and negligence decisions 


a Paes. ree 
since it lacked the characteristics of a 
plan. In the cases in which uninsured 
plans were accepted (particularly Haynes, 
353 U. S. 81), all employees were cov- 
ered. This court reverses with one dis- 
sent. It does not find the extent of cover- 
age to be a decisive factor under the 
Haynes line of cases. The fact that pay- 
ments were made only on a showing 
of permanent disability qualifies the pay- 
ments for the exemption. The dissent- 
ing judge said he thought the findings 
of the district court were permissible 
and proper. Kuhn, CA-3, 8/28/58. 
Salesman’s commissions excludible as 
“sick pay.” Commissions paid by an em- 
ployer to a salesman on_ transactions 
with his regular customers during a 
period when he was absent from work 
because of illness are excludible from 
his gross income as “sick pay.” Rev. Rul. 
58-462. 


timely prepared by an independent ac- 
countant but were never signed or filed. 
As the returns showed a substantial tax 
liability, taxpayer decided to use the tax 
monies more profitably for other pur- 
poses. The evidence also showed that 
taxpayer had pleaded nolo contendere 
to a criminal evasion charge and been 
yas held to be 
fraudulent by the Tax Court. This court 


fined. The failure to file 


reverses. The deliberate failure to file 
returns, standing by itself, is not sufh- 
cient evidence of a purpose to evade 
taxes. This is a case of willful neglect 
for which the negligence penalty is ap- 
propriate. Jones, CA-5, 9/22/58. 


Court suppresses evidence obtained for 
hidden special agent. Taxpayer asked 
that all the information obtained by an 
IRS agent be suppressed, but the court 
banned only part—that obtained after a 
special agent was assigned to the case 
and before the taxpayer’s accountant 
was aware of it. Taxpayer was a Brook- 
lyn, N. Y. doctor whose troubles began 
when a newspaper carried an account 
of the fees paid to him and other named 
doctors by a medical service. The Fraud 
Squad Chief, in October 1954, assigned 


his men to check these physicians. Tax- 
payer argued that, from the very incep- 
tion of the investigation evidence of 
crime was being sought, but the court 
holds that that was not the function of 
the Fraud Squad. The investigation, 
which was moving slowly because of the 
confused state of the records, was an 
ordinary audit. In the spring of 1955, at 
the agent’s suggestion, taxpayer engaged 
an accountant; taxpayer chose Haskins 
& Sells, and a partner of the firm, a 
man the court characterizes as “vastly 
experienced in taxation,” met frequently 
with the agent. The character of the 
investigation changed, however, when 
in mid-May the Fraud Squad man ce- 
ported to his chief that he had found 
evidence of understatement; at this sug- 
gestion the Intelligence Unit was noti- 
fied and a special agent assigned. There- 
after, though the Fraud Squad man con- 
tinued on the audit, he followed the di- 
rections of the special agent. On October 
14, the accountant learned that a spe- 
cial agent was working on the case, but 
he continued to supply the information. 
Information given after October 14 was, 
the court holds, voluntarily and know- 
ingly given, but that given between May 
26 and October 11, while taxpayer and 
his accountant were unaware of the na- 
ture of the proceedings, was not given 
“voluntarily” and the court orders its 
suppression. The agents were engaged 
in an illegal search in violation of tax- 
Bodkin, 


payer’s constitutional rights. 


DC N. Y., 8/21/58. 


Says net worth shortages showed book- 
keeper's 
vinced. An operator of a taxicab business 


embezzlement; court uncon- 
contended that understatements of in- 
come as determined by a net worth 
computation were caused by continuous 
and systematic embezzlements from his 
business by his bookkeeper. The book- 
keeper categorically denied any misap- 
propriations and testified that taxpayer 
instructed him to falsify the records and 
remit the unreported income to taxpayer 
in cash. The court believes the book- 
keeper and finds the burden of proving 
fraud was satisfactorily met, and the 
proposed deficiencies are, therefore, not 
barred by the statute of limitations. 
Doggett, TCM 1958-176. 


Net worth determination rejected. The 
court finds that various notes and other 
assets held by the taxpayer at the be- 
ginning of the net worth period were 
not included in the net worth computa- 
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tion. Since there was no other evidence 
of fraud, the fraud penalties based on 
this net worth reconstruction of income 
cannot stand. Burd, DC Ky., 6/16/58. 


Dismiss indictment for failure to pay 
withholding. This is a criminal action to 
enforce the penalty against a corporate 
officer for failure to pay over withheld 
taxes. Defendant was the president of 
the corporation and apparently its moy- 
ing force. However, other officers pre- 
pared the payroll tax returns and were 
authorized to sign checks. The court, 
being uncertain whether defendant was 
in officer under a duty to pay over the 
tax, dismisses the indictment. Fago, DC 
N. Y., 5/14/58. 


Dentist’s income reconstructed, returns 
fraudulent. The Commissioner com- 
puted the taxable income of a dentist 
for the years 1943 through 1949 by 
means of the net worth method. On the 
issue as to the opening cash on hand, 
the court gives no credence to tax- 


payer’s testimony of a cash hoard, but 


i 
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the court does adjust the allowance for 
living expenses downward to $2,000 a 
year. It finds part of the deficiencies for 
each of the years was due to fraud with 
intent to evade income tax. Smith, 31 
TC No. 1. 


Clear and convincing evidence that 
gambler’s returns were fraudulent. The 
court finds that deficiencies against a 
gambler were due to fraud and are not 
barred by the statute of limitations 
where the gambler had been previously 
convicted of filing false and fraudulent 
returns, had admitted the understate- 
ments of gambling income, and had 
offered no explanation for his failure te 
report his true income. Boyer, ‘TCM 
1958-172. 


Unreported sales fraudulent; offsetting 
adjustment for cash purchases deter- 
mined. A partnership engaged in buying 
and selling confectionary supplies dur- 
ing the war years omitted $500,000 of 
sales over a two-year period. The part- 
ners admitted the understatement, but 


argued that their costs for these sales 
were equal to the sales price, and that 
the costs were similarly not reflected on 
the books or returns, with the conse- 
quence that their net profits were, there- 
fore, correctly reported. The court finds 
the argument “too much for us to 
swallow,” and applying the principles of 
the Cohan case, it determines the cost 
of merchandise involved in the un- 
recorded sales to be $375,000. Fraud 
penalties against both partners are sus- 
tained by the court. Goldsmith, 31 TC 
No. 8. 


Net worth method used to find physi- 
cian’s income. Reported substantial 
understatement of income by a_ suc- 
cessful physician who had _ previously 
been convicted for tax evasion is held 
to demonstrate a pattern which in it- 
self supports an inference of willfully 
fraudulent conduct. Deficiencies and 
fraud penalties based upon a reconstruc- 
tion of income under a net worth com- 
putation are sustained. Bilsky, 31 TC 
No. 6. 








COLON FREE ZONE 


Republic of Panama 


How To Save Tax Dollars and Make 
Sales Dollars in the Latin-American Market 





NO TAX on export products manufactured in 
Colon Free Zone. 


90% DISCOUNT on income taxes.on re-export 
profits, which computes as virtually no tax 
at all. 


NO MUNICIPAL OR OTHER LOCAL TAXES are 
paid by firms operating in Free Zone; you 
pay only your share of the social security 
levy for employees. 


MAXIMUM U.S. TAX EXEMPTION is obtainable 
by U.S. firms and their international sub- 
sidiaries distributing through the Free Zone. 
Enables parent company to expand opera- 
tions abroad with ample working capital. 


SALES DEPARTMENT BENEFITS! — 


Fast deliveries to 12 Latin American coun- 
tries with 50 million customers...via spot 


P8B-654 


shipments from the Colon Free Zone, used 
by over 150 major firms now! 
Efficient processing of orders, documents, 
currencies, and tariffs. Shipment from your 
public or private warehouse. Ample local 
labor force is fluent in English and Spanish. 
You need less inventory, yet give faster 
service! Take advantage of long-haul ship 
tariffs...use daily air express for deliveries! 
You can package, re-ship, process, and 
manufacture. 
WRITE FOR FULL DATA 
ON THE SALES ADVANTAGES AND 
TAX SAVINGS in the THRIVING 
COLON FREE ZONE. DEPT. A 


COLON FREE ZONE 
Box 1118, Colon, or 777 14th St., N.W., 
Republic of Panama Washington 5, D.C. 
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THE TAXATION OF INDIVIDUALS 


Personal tax problems 





Fringe benefits important factor in consider- 


ing Subchapter S election not to be taxed 


M** OF THE BUSINESSES giving serious 
consideration to using the corpo- 
rate form and then electing not to be 
taxed as a corporation are family or 
closely held and the owners are the 
active managers. A most important factor 
in their calculations should be the pos- 
sibility of getting tax-free fringe bene- 
fits, deductible by a corporation, but not 
taxable to them as employees. For busi- 
nesses that are large and profitable, the 
possibility of building up pension and 
profit-sharing benefits will obviously run 
into many dollars of tax saving. But less 
dramatic, less publicized fringe benefits 
can mean substantial year-after-year sav- 
firms. Of 
course, if the business has some inactive 


ings for even the smallest 
owners, widows, children, the semi-re- 
tired, etc., 
ployees, the fringes won’t benefit them 


who can’t qualify as em- 


as such, but the over-all savings might 
be enough to permit higher dividends 
to all. 

Consider medical expenses and _ sick 
pay. Accident and health plans are par- 
ticularly attractive to family corpora- 
tions because they are one of the few 
fringes that benefit not only the em- 
ployee but also his wife and dependents. 
They can provide for payment of medi- 
cal expenses and compensation for phy- 
sical injury. The plan need not be in- 
sured; indeed, it need not be formally 
written down; a consistent policy would 
be evidence of a plan. But, considering 
the importance of these benefits, some 
degree of formality would be a wise pre- 
caution, especially if the plan will pro- 
vide different benefits for different classes 
of employees. Sick pay benefits can also 
provide a powerful motive for incorpo- 
rating. Salary paid during illness will be 
fully deductible by the corporation, and 
up to $100 a week tax-free to the em- 
ployee. 

Group life insurance provides im- 
portant benefits to employees, and the 
stockholders of an electing corporation 
who are also employees can qualify. The 


premiums are, of course, deductible, but 
the proceeds would be tax-free. Don’t 
forget the $5,000 income-tax-free death 
benefit that can be paid to survivors of 
employees and deducted by the corpo- 
ration. The new development in fringe 
benefits, split-dollar life insurance, per- 
mits younger men to carry considerable 
insurance at low cost. The corporation 
pays the portion of the annual premium 
equal to the increase in cash surrender 
value as an interest-free loan secured by 
the policy. 

Transforming the family business to a 
corporation so that the owner-operators 
become employees will have some dis- 
advantages; the salaries will be subject 
to the higher Social Security tax (5% in 
total on employees, only 3.75% on the 
self-employed) and unemployment taxes 
may be due. In fact, if the business pre- 
viously had fewer employees than the 
state minimum, adding the owners as 
employees may make the entire payroll 
subject to unemployment tax. 

Social Security benefit rules have a 
little quirk that may be quite important 
in a very small family business where 
the father, over 65, is becoming inactive. 
If the business is operated as a pro- 
prietorship or partnership, his drawings 
from it may make it impossible to draw 
Social Security benefits. But, if the busi- 
ness is incorporated and elects, the over- 
all tax position will be unchanged, but 
dividends can be drawn from the corpo- 
ration without decreasing the Social Se- 
curity benefits; dividend income is not 
considered earned income for Social Se- 
curity purposes, whereas income from 
self-employment is earned income and 
reduces benefits if the claimant renders 
substantial services. 

Fringe benefits are the reason for the 
widely reported great interest in in- 
corporating. and electing in the enter- 
tainment fieids, but of course, 
personal service firms of all kinds would 
be equally benefited: management firms, 
consultants, public relations men and 


other 


advertising agencies, brokers and so on, 
too many to mention. Many such busi- 
nesses have been incorporated in the 
past. But a large number of others did 
not because they feared classification as 
a personal holding company. They 
would fall into this classification if more 
than 50% of their stock were owned 
(including constructively owned) by not 
more than five persons and if 80% of 
their gross income could be classed as 
personal holding company income. In- 
cluded in personal holding company in- 
come is income from contracts under 
which the corporation performs services 
and the services are to be performed by 
one individual who owns at least 25% 
of the stock. However, while the Code 
limitations on corporations able to elect 
not to be taxed as such are drawn to 
exclude most personal holding com- 
panies, there is no personal service re- 
striction for this election. Personal serv- 
ice companies can elect not to be taxed 
as a corporation, thus ending their per- 
sonal holding company worries and 
qualifying their employee-stockholders 
for fringe benefits. In view of the well 
known fact that the earnings of enter- 
tainers and specialists of all kinds tend 
to be bunched in relatively few highly 
productive years, it is obvious that the 
income-spreading possibilities of de- 
ferred compensation, profit-sharing and 
pension plans are making an electing 
corporation very attractive to them. ¥* 


Joe Curran, farmer — 
business or pleasure? 


UNION PRESIDENTS sometimes have mil- 
lionaires’ Joseph Curran, 
National Maritime 
Union of America, is a case in point, 
now that he is faced with the need of 
convincing the Tax Court that his 
losses from the operation of a farm are 
business expenses. (Curran, Docket No. 
74848). 

Mr. Curran maintains that the farm 
he bought in 1952 was purchased in 
order that he and his wife could operate 
it jointly with a view of supplementing 
their mcome. They moved to the farm 
and spent large sums of money on farm 
animals and equipment. They consulted 
agricultural experts and hired help as 
needed. The land was cultivated and 
yielded feed crops which were fed to the 
stock. Mrs. Curran stayed continuously 
at the farm, but her husband was there 
only on weekends and vacation periods 
and frequently, in the evening. There 


problems. 
President of the 
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were no recreational facilities and the 
Currans did not entertain there. 

It is recognized that, if a taxpayer 
operates a farm as a business or for 
profit, in addition to being engaged in 
another occupation, the farm losses will 
be deductible for tax purposes. 

he usual controlling factor is what 
the taxpayer thinks he is doing. Typical 
is the language of the opinion in Mor- 
ton, 16 TCM 420, in which the court 
found that Morton “was engaged in 
good faith (although perhaps unwisely) 
during the taxable years in the business 
of raising cut flowers, bulbs and plants.” 

In rejecting the Commissioner’s con- 
tention that Morton could not reason- 
ably have expected a profit, the court 
stated further that, “While an exper- 


ienced horticulturist 


might not have 
reasonably anticipated a profit . . . it 
does not follow that a patent lawyer... 


would not.” 


Safe estimates for 
salaried individuals 


IN THE PREPARATION of estimates for 


salaried individuals there are special 
opportunities and pitfalls. The oppor- 
tunity lies in being able to make dis- 
proportionately small initial payments 
and yet be safe. William J. Denton, 
Baltimore CPA with Harry B. Gorfine 
* Co., writes us about some of them. 
Consider,” he says, “the case of tax- 
payer A, (married with three dependents) 
whose 1957 income was as follows: 
Salary 

Paid monthly 

throughout the year $15,000 
\dditional— 


Christmas bonus 5,000 $20,000 


Other ordinary income 8,000 
$28,000 
Standard deduction 1,000 
$27,000 

Deduction for personal 
exemptions (5) 3,000 
Taxable income $24,000 
1957 tax thereon $ 6,800 


“If we are sure that the 1958 Christ- 
mas bonus will not be reduced and that 
no less than $175 per month will be 
withheld from the monthly salary, as 
required by the monthly withholding 
table, and if we have the client’s ap- 
proval to apply the Christmas Bonus 
substantially to withholdings, we will 
have planned withholdings of $2,100 
on regular salary and will withhold 
$4,800 additional on bonus and prepare 
the estimate as follows: 
Estimated 1958 income tax 
Estimated tax to be withheld 1958 


$6,900 
6,900 


Estimated tax to be paid with 
declarations None 
“We have thus delayed until January 

Si, 1959, payment of $4,800, 

which ordinarily would have to be paid 


actual 


in four equal installments, and are safe 
no matter how high the actual 1958 tax 
turns out to be. This is so because with- 
holdings are deemed to be pro rata pay- 
ments irrespective of actual payment 
date. 

“The pitfall may be illustrated by 
the following, assuming the same 1957 
income, on which, however, the 1958 
estimate and scheduled withholdings 
were set as follows in orthodox manner: 
Estimated 1958 income tax $6,900 
Estimated to be withheld 1958 

On monthly salary $2,100 


18%, of bonus 900 3,000 


Balance to be paid on estimate 
$3,900 
“Assume quarterly installments paid 


in four installments 





Can’t deduct payments to brother not to 
contest mother’s will. Annual payments 
of $1,600 by each of the taxpayers to 
their brother in consideration for his 
promise not to contest his mother’s will 
are non-deductible personal expendi- 
tures, not ordinary and necessary busi- 
ness expenses or expenses to maintain, 
conserve, or protect income-producing 
property. Delp, 30 TC No. 129. 


Loss on farm operations deductible in 
full. Losses sustained in the operation 
of a farm during 1951-1955 are allowed 
as business losses. The fact that the 
operations had never yielded a profit is 
not controlling where the evidence in- 
dicates that the owners are thrifty, 
frugal, hard-working people who never 
used the farm as a place of entertain- 
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as scheduled, but that, unknown to the 
accountant, client’s salary, withholdings 
and other income have changed as fol- 
lows: (1) Client stopped taking a salary 
at the end of four months and re- 
Bonus. (2) 
Client’s other ordinary income increased 
from $8,000 to $25,000. 
Computation of 1958 tax 
Salary (4 x $1,250) 


nounced the Christmas 


$ 5,000 


Other ordinary income 25,000 
$30,000 
Standard deduction 1,000 
$29,000 

Deductions for personal exemp- 
tions (5) 3,000 
Taxable income $26,000 
1958 tax thereon $ 7,660 


“We find that, against this tax of 
$7,660 payments had been made as fol- 
lows: 

By withholdings (4x$175) $ 700 
3,900 $4,600 


On declarations 


“This is both less than 70% of the 
1958 actual tax and less than the 1957 
actual tax, therefore, this client is sub- 
ject to a slight penalty. 

“As withholdings are a form of pay- 
ment, the careful tax man must be alert 
to possible radical deviations from 
scheduled withholdings as the mere in- 
sertion of last year’s actual withholdings 
as current year’s estimated withholdings 


4, 


affords no protection.” a 


ment, and had every intention of mak- 
ing a profit. Stay, TCM 1958-173. 


Baltimore tax on tobacco products not 
a retail sales tax. The City of Baltimore 
tax on cigarettes, cigars, smoking and 
chewing tobacco, is not a retail sales tax 
and, therefore, is not deductible by the 
consumer. The tax may be deducted by 
the dealers who purchase and affix the 
tax stamps to the packages or containers. 
Rev. Rul. 58-463. 


Agreement qualifies for alimony deduc- 
tions though not in contemplation of 
divorce. The IRS reviews the cases in- 
terpreting the requirement of the 1939 
Code that payments under an agreement 
“incident to such divorce or separation” 
qualify as alimony, taxable to the wife, 
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deductible by the husband. It finds that 
the courts have rejected the idea that 
the instrument must have been drawn in 
contemplation of divorce or separation. 
They look to the fact that payments are 
to survive divorce and cease upon re- 
marriage as indicating they are in the 
nature of alimony. [The 1954 Code pro- 
vides for alimony treatment of payments 
under certain separation agreements in 
addition to payments under agreements 
“incident to such divorce or separation.” 
—Ed.] Rev. Rul. 58-451. 


Support payments not deductible as ali- 
mony. Payments made by a husband to 
his wife pursuant to a support order are 
held not deductible by the husband, nor 
includible in the wife’s income. While 
payments under a separation order (or 
agreement incident to a separation) are 
deductible, the order here was merely 
for support. Hendricks, 30 TC No. 137. 


Agent can deduct fee to attorney for 
business advice. Taxpayer was an artists’ 
representative who was expected to give 
business advice to artists. Because he 
was required to travel a great deal, he 
arranged to have an attorney perform 
this service while he was out of town, 
and paid the attorney a fee of $2,500. 
The sum is deductible by the representa- 
tive as an ordinary and necessary busi- 


ness expense. Levy, 30 TC No. 139. 


Investment in movie script for Andrews 
sisters an ordinary loss. The agent for 
the Andrews sisters, in an attempt to 
get them movie work, paid $2,000 for 
certain rights in a story outline, which 
rights he forfeited and abandoned dur- 
ing the taxable year. The $2,000 loss is 


deductible as a loss incurred in the 


agent’s trade or business. Levy, 30 TC 
No. 139. 
Pre-incorporation expenses disallowed 


to corporation. The court disallows a de- 
duction by a corporation for payments 
to its sole stockholder as salary and re- 
imbursement of expenses for the period 
prior to incorporation. U. S. Asiatic Co., 
30 TC No. 144. 


Disability insurance premiums noi de- 
ductible unless benefits relate to busi- 
ness. Premiums on a disability insurance 
policy providing benefit payments for 
the loss of income, dismemberment, or 
loss of life are not deductible as a busi- 
ness expense in the absence of a specific 
provision that the payments are to re- 
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imburse the policyholder for business 
overhead expenses during the period of 
disability. Rev. Rul. 58-480. 


Agent’s advances to singer deductible. 
Taxpayer, an agent, made a series of 
payments aggregating $3,600 for living 
expenses and lessons in an attempt to 
make a “star” of a singer named Bob 
Houston, expecting to derive substantial 
fees as his agent if he had succeeded. 
However, the project was a failure. The 
payments, being proximately related to 
taxpayer’s business, are held deductible 
as ordinary and necessary expenses. Levy, 
30 TC No. 139. 


Cost of settling civil claim and defend- 
ing criminal suit allowed as business 
expene. Taxpayer hired outside solici- 
tors for magazine subscriptions and fol- 
lowed the policy of interviewing the 
husband of any prospective employee. 
He agreed to come to the home of an 
applicant because her husband was, she 
said, unable to come to taxpayer’s office. 
After making the call, he was arrested 
on a charge of assault with intent to 
rape. The fees paid for defending tax- 
payer against the ‘crimiinal charges 
(which were dismissed) and for advising 
him in relation to and procuring a 
settlement of the civil claim, together 
with a payment to the prospective em- 
ployee in consideration of a release of 
civil liability, arc held deductible by 
the manager as ordinary and necessary 
business expenses. Four dissents; whether 
or not the taxpayer was innocent, the 
charge bore no relation to the business. 
Clark, 30 TC No. 140. 


No deduction for interest sent in on 
anticipated tax deficiency. Prior to the 
assessment of taxes and tax- 
1952 a 


payment for interest on proposed tax 


interest, 
payer sent to the collector in 
deficiencies. The collector credited it to 
his suspense account. The court holds 
this is not a payment of interest for pur- 
poses of the tax deduction. In 1952 an 
“indebtedness” of taxpayer for addi- 
had not 


that 


tional taxes been definitely 
that 
amount could not have been “paid” in 


that 


established so interest on 
year. At most the remittance was 
a mere deposit pending determination 
of actual liability. Arheit, 31 TC No. 7. 


Termite damage within year was sudden 
casualty. It was taxpayer’s custom to 
have his beach cottage inspected by a 
builder each spring before the summer's 


use. .The inspection in the spring of 
1953 disclosed no termites, and none 
was found that year. The examination 
in June 1954, however, disclosed a heavy 
infestation of termites. Having thus pin- 
pointed the time of the infestation, the 
court holds that the taxpayer has shown 
that the attack of termites was sudden, 
in the nature of a casualty. The deduc- 
tion is allowed. Buist, DC S. C., 8/21/58. 


Asthma sufferer denied deduction for 
installation of air cleaner. The amount 
paid by taxpayer, an asthma sufferer, for 
the installation of an electronic air 
cleaner and dust-elimination system in 
his home is not deductible as a medical 
expense, even though it was made solely 
for the purpose of mitigating a physical 
ailment, was prescribed by a physician, 
and bore a close relationship to tax- 
payer’s illness. The court holds the ex- 
penditure was a permanent capital im- 
provement to the home which is non- 
deductible. Delp, 30 TC No. 129. 


Special diet not deductible as a medical 
expense. The cost of a special diet, con- 
sisting of . beefsteaks..with -kidney fat, 
avocados, pears, grapefruit and potatoes 
cooked in a certain manner, for tax- 
payer, who was suffering from hyper- 
tension, is not deductible as a medical 
expense, is offered 
that the diet was prescribed by a physi- 
cian solely for the alleviation or treat- 
ment of an illness. Est. of Webb, 30 TC 
No. 126. 


where no evidence 


Cost of keeping mentally retarded son 
at a home is a medical expense. Amounts 
expended by a taxpayer for the purpose 
of maintaining his mentally retarded 
son at a special home recommended by 
a physician are medical expenses. The 
ruling states that a physician stated that 
it was not safe or practical to keep the 
boy, aged 13, at home, and points out 
that medical 


cost of 


care includes the entire 


institutional care of a person 
mentally ill and unsafe when alone. 


Rev. Rul. 58-481. 


Construction worker’s expenses on job 
site disallowed. In an opinion in which 
few facts are given, the court disallows 
taxpayer's claimed deductions for meals 
and _ lodgings 


away from home. Ap- 


parently taxpayer was on a construction 
job away from his usual residence; the 
court finds that the evidence disclosed 
that the job was of indefinite duration. 
Daniels, DC Ark., 9/4/58. 
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Tax Bar would exclude IRS from proposed 


Administrative Procedure Code 


ee SEEING YEARS OF LITIGATION if the 

Federal 
should be 
adopted by Congress as presently drafted, 


\BA’s proposed Code of 
\dministrative Procedure 
the Section of Taxation discussed at its 
recent annual meeting specific exclusion 
IRS 
tion’s Committee on Administrative Pro- 


of the from the Code. The Sec- 
cedure had urged the Section to vote for 
exclusion as the only practical way to 
avoid the stupendous legal problems 
that would arise if a new administrative 
code were superimposed on the present 
Internal Revenue Code. The Committee 
on Administrative Practice based its 
recommendation for excluding the IRS 
on a report of one of its special sub- 
committees which saw exclusion as the 
only practical solution. The subcom- 
mittee was not, it said, “able to evalu- 
ate accurately the total impact of the 
proposed Code on the IRS. It found 
many situations in which the proposed 
Code might change present law, in some 
instances with most serious consequences 
both to taxpayers and to the efficiency of 
the Service in the discharge of its re- 
sponsibilities. But the language of the 
Code, in its application to the Service, 
is too indefinite and uncertain to per- 
mit a definitive interpretation. 

‘The 
over-all question of whether or not the 


subcommittee considered the 
IRS should be excluded from the pro- 
posed Code. A majority of the subcom- 
mittee concluded that this was a policy 
question which should be determined by 
the Section membership. Accordingly a 
resolution to exclude the IRS from the 
Code is proposed for vote by the Sec- 
tion. 

“It should be emphasized that | this 
resolution is based upon the premise 
that procedural improvements in the 
Revenue field cannot be 
through the medium 


Internal 
achieved of a 
statute uniform in its application to all 
Governmental agencies. Certainly such 
results are not achieved by the present 


draft of the proposed Code. 


“The proposed Code appears to be 


designed primarily to provide pro- 
cedures with respect to the regulatory 
agencies of the Federal Government. 
Their functions and operations are quite 
administrative and 
collection functions of the IRS. Historic- 


ally and traditionally the latter functions 


different from the 


have always been considered sui generis. 
Furthermore, the procedural aspects of 
those functions have already been made 
the subject of extensive and, on the 
whole, satisfactory legislation, including 
certain 
the right to judicial review before the 
taxpayer is required to pay the tax 


legislation granting, in areas, 


asserted. These matters are the subject 
of continuing study and recommenda- 
tion by the Tax Section as the need for 
improvement is felt and _ satisfactory 
mechanics are devised. .. . 

“How, and to what extent, the well- 
established procedures of the IRS would 
be affected by the proposed Code is not 
clear, but certainly many of them may 
be affected and the answers probably 
cannot be ascertained except through 
litigation. Furthermore, it may fairly be 
said that to modify the proposed Code, 
first to clarify its effect in every revenue 
law application, and second so as to im- 
prove, rather than hinder, the efficiency 
of the Service in its relations with tax- 
payers, appears to be too monumental 
a task to assign to any committee or 
section. 

“The issue, therefore, is whether or 
not the American Bar Association should 
recommend, as applicable to the IRS, 
a procedural statute the correct interpre- 
tation of which can be ascertained (if 
at all) only after years of litigation.” 

The report of the subcommittee (on 
Proposed Code of Federal Administra- 
tive Procedure) pointed out that, while 
subcommittee 
thought the question one of policy for 
the Section as a whole, Robert N. Miller, 
one of its members, would favor a recom- 
mendation by the subcommittee for ex- 


the majority of the 
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Miller’s 
marized in an appendix to the report of 


clusion. Mr. views are sum- 
the subcommittee: 
with tax ad- 


ministration can be well dealt with only 


“Problems connected 
by a statute expressly tailored to fit those 
problems in the light of experience. 
They are so different from the problems 
met with in the Government’s regula- 
tory activities that rules mainly planned 
to serve regulatory cannot be 
suitable for the tax field; the provisions 


needs 


of the proposed Code, having been 
drafted with problems in 
mind, would involve, in the tax field, 
a great variety of results not consciously 


regulatory 


intended, and also leave the reader in 
doubt as to just what features of the 
present taxation system it changes: in 
view of this, if new provisions are needed 
with respect to the general operation of 
the IRS, they separately 
drafted and included in a special bill; 
it is so difficult to foresee the aspects in 


should be 


which the present draft would cause con- 
fusion in the tax area that it is impos- 
sible to suggest all the changes which 
would be needed to make it appropriate 
for tax administration and clear as to 
its effect in that field. In any event, the 
draft [of the Proposed Code of Federal 
Administrative Procedure—Ed.] should 
be radically changed by limiting its 
scope to the administration of purely 
regulatory provisions of law, so that it 
would have no application to the ad- 
which 
liability to tax is imposed.” w 


ministration of provisions by 


New decisions 





No jurisdiction until full deficiency 
paid. Following the recent Supreme 
Court decision in Flora (357 U.S. 63), 
the court dismisses the refund suit, it 
having no jurisdiction until the asserted 
deficiency is paid in full. Holt, DC Ky., 
8/25/58. 


Omitting sales extends statute; over- 
stating costs doesn’t. Certain of tax- 
payers’ years would be closed unless. 
omission of 25% of gross income could 
be shown. The Commissioner asserted 
that overstatement of the cost of real 
estate sold was an omission. The court 
cites the recent Supreme Court decision 
in The Colony, 357 U. S. 28, in which 
it was held that an error in a reported 
cost was not an omission of gross income 
statute since the 
Commissioner was given notice of tax- 


which extends the 
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payer's treatment. However, the failure 
of taxpayer here to report sales made for 
deferred purchased notes (the value of 
which is stipulated) was an omission ex- 
tending the statute. Estate of Webb, 30 
TC No. 126. 


Overstating deductions does not invoke 
5-year statute. Taxpayer’s 1947 return 
taken 
were overstated. The overstate- 


showed a loss, but deductions 
therein 
ment of deductions, the court holds, is 
not an omission from gross income ex- 
tending the normal three-year statute of 
limitations. Accordingly, deficiency as- 
sessments against 1947 were barred by 
But 


make adjustments of 


the Commissioner can 
1947 
the 


the statute. 
income to 


reduce or eliminate carryover of 
1947 loss claimed as a deduction in 1953, 
a taxable year still open. Phoenix Ele<- 


tronics, Inc., DC Mass., 8/6/58. 


Returns, though delinquent, start limi- 
tations 1944 to 


1948 taxpayers filed no returns and the 


[Acquiescence]. From 


Tax Court found the failure to file was 
deliberate and fraudulent. Furthermore, 
the court held the additions for fraud 
diminished 


filed 


could not be erased or 


merely because the taxpayers so- 
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called delinquent returns long after 
the due dates and long after the liabil- 
ity for taxes and additions for fraud had 
accrued. However, the filing of the de- 
linquent returns was sufficient to start 
the running of the period of limita- 
tions. Bennett, 30 TC No. 11, acq. IRB 
1958-37. 


Expenses finally allowed for income tax 
when disallowance and assessment can’t 
be made. The Regulations provide that 
deduction of administration expense of 
estate tax return is 
claim for their 
deduction so long as the 
deduction is not “finally 
The deduction is “finally 
allowed,” the IRS now rules, only after 
the statute of limitations has expired, 


an on its income 


not precluded by a 


estate tax 
estate tax 


allowed.” 


or an assessment resulting from the dis- 
allowance is otherwise prohibited. Rev. 
Rul. 58-484. 


Won't withheld 
payroll taxes from corporate officers. 
The court refuses to enjoin the collec- 


enjoin collection of 


tion of the 100% penalty on the officers 
of a corporation for failure to pay over 
withheld payroll taxes. Allegations that 
a levy to support collection would cause 
irreparable damage and that the assess- 
ment is incorrect are not the special 
circumstances in which a court will en- 
join the collection of taxes. Rosner, DC 
Penna., 9/4/58. 


Taxpayer may request audit chief to 
refer issue to National Office. During 
the course of a tax examination, a tax- 
payer may request that an issue be re- 
ferred to the National Office for tech- 
nical action. If the examining officer or 
conferee is of the opinion that the cir- 
cumstances do not warrant such action, 
the matter will be referred to the Chief, 
Audit Division, Rev. 
Pro. 58-14. 


for his decision. 


Refund claim must state exact basis to 
start interest running. In 1945 taxpayer 
filed a of its 1943 
excess profits tax because of a carry- 
back credit from 1944. 
quently determined that taxpayer was 
entitled refund of the 


claim for refund 


It was subse- 
be- 


to a tax 


cause of a carryback credit from 1945. 
The question before the court is whether 
taxpayer is entitled to interest on its 
refund from the filing of the refund 
claim (1945) showing the 1944 carry- 
back or from the 1952 filing of the Tax 
Court petition, resulting in a determina- 


tion of its 1945 carryback credit. The 
court holds taxpayer is entitled to in- 
terest from 1952 on. The refund claim 
filed 1945 did not and could not 
specify the amount of the 1945 carry- 
back credit tax year was not 
completed; thus the Commissioner was 
not informed of its exact basis. Union 
Investment Co., DC Calif., 8/21/58. 


in 


as the 


Bank rule on tax liens applicable to 
building and loan associations. Rev. 
Rul. 57-367 exempts from liability a 
“bank” which, without actual knowledge 
of a lien, makes payments to a depositor 
against whom a Federal tax lien is out- 
standing. The IRS now extends this 
ruling to domestic building and loaa 
associations. Rev. Rul. 58-470. 


Can’t assess underestimate penalty with- 
out 90-day letter. The court holds the 
penalty for underestimate of tax is a 
deficiency and can be assessed only after 
a 90-day letter [that is, a letter advising 
of a 90-day period in which to petition 
the Tax Court.—Ed.] to the taxpayer. 
This is not a mere mathematical adjust- 
ment requiring no notice before assess- 
ment, as contended by the Government. 
The court enjoins the assessment. Muse, 
DC Miss., 8/26/58. 


Fraudulent transfer to defeat tax liabil- 
ity; transferee liability imposed on re- 
cipients. Transfers of property made by 
a decedent, without consideration, to a 
business in which his wife and nephew 
were partners, for the purpose of defeat- 
ing the collection of his tax liability, are 
held to be in The 
wife and nephew are liable as transferees 
to the extent of the transfers made to 
each. Lenney, TCM 1958-170. 


fraud of creditors. 





CLASSIFIED 
ADVERTISING 


Classified advertising will be accepted 
for publication for help wanted, situa- 
tions wanted, business opportunities, 
practices for purchase or sale, purchase 
and sale of merchandise, and similar 
items. Rate per insertion: 60¢ per line, 
minimum, $3. Address copy for adver- 
tisement, together with check, to The 
Journal of Taxation, 147 East 50th 
Street, New York 22. Replies should 
also be sent to this address. 











CPA, established, available per diem for 
tax work with law or accounting firm; 
will consider association or assume man- 
agerial duties where desired. Box No. 
148. 
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blished monthly. It covers books, periodicals and pamphlets pub- 
{during the past four to six months (including The Journal of 
ion). It includes a subject index; index to cases, Rulings and 
sections; author index, and will in January and July include a 

names and addresses of all publishers whose material is in- 
_ References which are removed after six months will ultimately 


blished in pamphlet form, cumulating for several years. 


ACCOUNTING—ARTICLES 

Criticism of ICC rule permitting RR 
expensing of income tax paid after 
using accelerated depreciation, despite 
straight-line on books & reports, Cerf 
A R 106JAccount62, Oct58, 8pp 

Arguments for financial 
showing income tax due with no 
long-term allocations of “savings.” 
SEC, AICPA positions analyzed, Johns 
RS 106JAccount41 No.3, Sep58, 10pp 

Amortization premium, gov’t bonds 
about to be refunded, 283NYCPA523, 
Jul58, 6pp 

accrual 


Extensively footnoted review of claim 
of right v. accrual accounting for 
prepaid income, 67YaleLJ1425, Jul58 
20pp 

Taxing prepaid income at receipt equi- 
table; fair despite contrary commer- 
cial rules. Cases on claim of right 
critically analyzed, 42MarqLR131, Sum 
58, Tpp 

IRS pressing claim of right but analysis 
shows extensions not firmly grounded 
on Sp. Ct. cases; victory of proper 
accounting foreseen, Heffern J H 
9JTAX202, Oct58, 2pp 

Prepaid income; does Auto Club of 
Mich add fixed date requirement to 
deferment of? Behrends F L 9JTAX 
20, July58, 3pp 

Cases support allowance of offsetting ex- 
penses when claim of right income is 
taxed, Freeman HA, 9JTAX132, Sep 
58, 3pp 

cash 


Waldheim case, allowing deduction of 
prepaid insurance premiums to cash- 
basis taxpayer, approved, Barton B J 
12SwLJ346, Sum58, 12pp 

change of method 

Alternatives facing wrong-basis tax- 
payer under 1958 law, Shannon G F 
9JTAX272, Nov58, 2pp 

Inequities of change of method, applica- 


statements 


tion of Tech Changes Bill to, 9JTAX 
89, Aug58, 3pp 

reserves 

Bookkeeping procedure and tax prob- 
lems of all parties to a typical fi- 
nanced sale; conflicting cases dis- 
cussed, Patten W & Adams B 36Taxes 


485, July58, 7pp 

Dealers reserves withheld by finance co. 
are income at sale; legislation needed, 
43CornellLQ719, Sum58, Tpp 

time of accrual 

IRS says incorporation of service busi- 
ness, sale of stock makes proceeds tax- 


able as fees (TC Docket), 9JTAX151 
Sep58, lpp 

AUTHORS 

Spreading; capital asset; taxes of heirs; 
other problems, 9JTAX140, Sep58, 
3pp 


CAPITAL GAINS AND LOSSES 
Tax can exceed 25%, 9JTAX144, Sep58, 


pp 
COLLECTION OF TAXES 


liens 

Advantages of, procedures for adminis- 
trative discharge of liens, outlined by 
Wise. U. S. District Attorney, Minor 
E G 31 WisBB51, Oct58, 1p 

Federal tax liens have priority over 
purchaser from or creditors of debtor; 
insolvency and bankruptcy problems; 
recent cases analyzed, Wentworth D S 
& Brandt W M 39ChiBR453, Sep58, 
9pp 

National Ass’n Credit men urges limita- 
tion of tax priorities in bankruptcy. 
Text of House judiciary committee re- 
port in favor HR 12802, 60Credit&Fin 
Man39, No.10, Oct58, 


Priority of tax liens to other liens; 
comprehensive, Walker R M 9JTAX8, 
July58, 4pp 

transferee liability 


Stern, Bess cases (finding beneficiary 
has no liability for decedent’s income 
tax) described, 370reLR361, Jun58, 3pp 

Insurance proceeds, when safe from 
transferee liability, Lore M M, 9JTAX 
104 Aug58 3pp 


COMPENSATION 
Non-qualified deferred plans with par- 
ticular reference to life insurance 


funding, examples; tax aspects men- 
tioned, Lynch W B 12CLUJ305, Fall 


58, 2lpp 
What is “an employment” for spread- 
able compensation? Critical analysis 


of regulation, Taylor R C 36Taxes701, 
Oct58, 8pp 

Brief comment on some ten currently 
popular fringe benefits, Blake M F, 
TulTaxInst457, 1958, 25pp. Reprinted 
106J Account33 No.3, Sep58, 8pp 

Inflation-proof deferred comp plan: em- 
ployer contracts to deliver marketable 
securities; legal, tax aspects analyzed, 
Cornfield M 36Taxes557, Aug58, 5pp 

Reasonable compensation, analysis of 
recent decisions, Phillips J C 9JTAX 
120 Aug58 3pp 


Deferred compensation, avoiding tax to 
employee at time of agreement, 
Barnes W T 9JTAX14, July58, 2pp 


Excerpts from talk on taxability of 


deferral plans, 97Tr&Est639, Jul58, 
4pp 
CORPORATIONS—BOOKS 

Holland, Daniel M, The Income-Tax 


Burden on Stockholders, 
University Press 
24lpp, $5.00. 

Surrey S S, Income Tax Problems of 
Corporations and Shareholders, The 
American Law Institute ( Philadelphia, 
1958) 74pp. This annual report of 
the American Law Institute tax pro- 
ject sets out the current tentative 
news of the ALI tax staff on changes 
that are needed in taxation of corpo- 
rate distributions, terminations, re- 
organizations, loss-carryovers, multi- 
ple corporations, attribution rules, 
debt financing. 


Holzman R §, 


Princeton 
(Princeton, 1958), 


Corporate Reorganiza- 


tions, The Ronald Press Co., (New 
York, 1955-revision 1956) 487pp. 
$15.00 


Holzman R S, The Tax on Accumulated 
Earnings, The Ronald Press Co. (New 
York, 1957) 136pp, $10.00. Analysis 
of practically every case on this issue; 


“Practitioners’ Library Series.” 
Lore, M M, Thin Capitalization, The 
Ronald Press, (New York, 1958) 


26lpp, $10.00. “‘Practitioners’ Library 
Series.”” Features charts setting forth 
the factual situation in each case 
and a taxpayer's argument against 
the finding. 

Molloy R T, Federal Income Tazation of 
Corporations, Committee on Continu- 
ing Legal Education, (Philadelphia, 
1957) 

Sarner L & Howell C M, Organizational 
Problems of Small Businesses, Com- 
mittee on Continuing Legal Education, 
(Philadelphia, 1956) 204pp, $3.00 

How to Organize the Close Corporation 
to Minimize Taxes, The Journal of 


Taxation, (New York, 1957), 96pp, 
$2.00. Practitioner’s Guide No. 4. 
CORPORATIONS—ARTICLES 


Review of tax reasons for and against 
doing business as a corporation, Kor- 
ner JG III 10SCLQ627, Sum58, 27pp 

Summary of problems involving related 
taxpayers; analysis of cases, Meldman 

L, 9JTAX158, Sep58, 4pp 
accumulated earnings tox 

Tax Court attitude as shown in Pelton 
Steel, on accumulated earnings 
threatens stock redemption plans, 
Frost F D 9JTAX324, Dec58, 6pp 

Regulations narrow definition of ac- 
cumulated earnings for anticipated 
needs, 9JTAX4&, July58, 3pp 

close 

Summary of 1958 law, changes affect- 
ing small business, Hart H H, 9JTAX 
218, Oct58, Ipp 

collapsible 

Recent cases described, Richardson B K 
33JSBCal359, Jul-Aug58, 6pp 


UMULATIVE INDEX TO CURRENT TAX LITERATURE 


cumulative index of all significant current practical tax material 


Regulations analyzed, criticized as un- 
warranted, Wilkins T M TulTaxInst 
511, 1958, 29pp 

Court Holding problem can arise on 
liquidation of collapsible corporation 
though asset was held for 3 years, 
9JTAX270, Nov58, 1p 

Is corporation collapsible and thus ex- 
cluded from 337 three years after 
purchase of property? 28NYCPA597, 
Aug58, Ipp 

electing to tax income to owners 


How to avoid hidden tax trap in divi- 
dends under Subchapter S election, 
9JTAX360, Dec58, 2pp 

Thin incorporation and subchapter § 
election as a solution, Manly R W 
9JTAX322, Dec58, 3pp 

Fringe benefits important in deciding 
whether to elect, 9JTAX376, Dec58, Ip 

Explanation of law, Robinson G J 
9JTAX264, Nov58, 1p 

Brief comments pointing out some tax 
opportunities and hazards, 9JTAX263, 
Nov58, Ip 

Outline of new law, 9JTAX194, Oct58, 
lp 

formation 

Problems in choosing structure; practi- 
cal, thoughtful, comprehensive; cita- 
tions to cases and articles, Hellerstein 
J R TulTaxInst416, 1958, 32pp 

Formation of new corporations, tax 
planning for, Willard D G 9JTAX74, 
Aug 58, 4pp 

parent-subsidiary 


Advisory group proposal for intercorpo- 
rate stock redemptions would not 
eliminate statutory overlap, Hardy 
D J 9JTAX70, Aug58, 2pp 

reorganization 


ABA group finds attribution rules too 
complicated; proposes amendments, 
9JTAX266, Nov58, 2pp 

Analysis of rulings on active business 
rule for spin-offs and partial liquida- 
tions, 9JTAX220, Oct58, Ipp 

Mills group proposal to tax contribution 
of 306 stock criticized, Greene R L 9 
JTAX160, Sep58, lpp 

Conditions under which IRS will rule 
that redemption is not a dividend to 
remaining stockholders; new construc- 
tive dividend case on TC Docket, 
Meldman L L 9JTAX221, Oct58, 1p 

Concise lucid summary methods acquir- 
ing another corporation without tax; 


legal, business complications: practi- 
cal, Rowen J R, 36Taxes479, Jul58, 
7r pp 


C ealtied Oil Storage disapproved for dif- 
ferent reasons. Dobrzensky M 
Sweet J 9JTAX38, July58, 3pp 

thin 

Collecting the 
the judicial 
12SwLJ373, 


cases and summarizing 
theories, McCrea M S 

Sum58, 7Tpp 

Ratio, intent tests analyzed, cases sum- 
marized, adequate capitalization seen 
as true standard, Greenberag B A 
Simmons F L 9JTAX268, Nov58, 3pp 

General comment on_ recent cases, 
Strassner G 17OhioCPA108, Sum58, 
3pp 

DAMAGE 

Code provisions, legislative history, on 
damages for breach of contract; choice 
of statutory rules; planning settle- 
ments, Patterson R K 36Taxes617, 
Sep58, 5pp 

DEDUCTIONS & EXPENSES—BOOKS 

How To Handle Travel and Entertain- 
ment Expenses to Assure Tax De- 
ductions, The Journal of Taxation, 
(New York, 1958), 64pp, $2.00. Prac- 
titioner’s Guide No. 5. 

DEDUCTIONS G EXPENSES—ARTICLES 

Penalties—courts apply frustration-of- 
public-policy and hardship tests, 43 
CornellLQ725, Sum58, 7pp 

Bribes to foreign officials, political con- 


troversy over deductibility, 9JTAX 
60, July58, lpp 

education 

IRS policy on professional, especially 


the self-employed, too severe, cases 
analyzed, Loring H H 9%JTAX280, 
Nov58, 3pp 

illegal 

Sp. Ct. tempers public policy rule to 
avoid undue hardship, 9JTAX274. 
Nov58, Ip 

investment 


Proxy fight expenses should be deduct- 
ible, Webster G D 25JBADCo1355, Jul 
58, 6pp 





Proxy battle expenses; tax, corporate law 


questions; recent cases analyzed, 44 
ABAJ686, Jul58, 3pp 
obsolescence 


Wide screens make old movies obsolete, 
(TC Docket), 9JTAX134, Sep58, Ipp 

travel and entertainment 

Brief, practical 
ment, records; 
illustrative cases, Chanen F 
Law53, No4, Oct58, 6pp 

Summary, extensively footnoted, of tax 
and legal aspects of expense accounts; 
suggests disallowance to employer to 
force stricter control, Rothschild V H 
& Sobernheim R 67YaleLJ1327, Jul58, 


advice on reimburse- 
comments on a few 
A 4Prac 


80pp 
T&E reimbursed expenses, salesmens’, 
professionals’, landlords’. Brief exposi- 


tion of deductible items, Hemmings 
A I TulTaxInst614, 1958, 33pp 
Final expense account regulations 


tighten up on reimbursements, 9JTAX 
283, Nov58, lp 

IRS rules travel allowance to 12%4¢ a 
mile, subsistence to $15 a day need 
not be reported by employee, 9JTAX 
282, Nov58, 2pp 

Reimbursed expense as dividend; partial 
solution no reimbursed expenses, sal- 
ary increase, 9JTAX34, July58, lpp 


DEPLETION 


End use test for clay; IRS policy, cases, 


legislation summarized, Zionts B 9 
JTAX300, Nov58, lp 

DEPRECIATION 

CPA comments on: records required, 


the declining-balance and salvage prob- 
lems, 150% for post-1954 used prop- 
erty; Hertz case, Robertson E 
9JTAX332, Dec58, 6pp 

Survey of methods, records required, 
Laird F C 36Taxes629, Sep58, 14pp 

Case history of a depreciation contro- 
versy over a tugboat; rezulations, cases 
analyzed, Lowrimore C S, Sr., 9JTAX 
130, Sep58, 3pp 

Useful lives; C of C calls 
obsolete and unrealistic, 
9JTAX86, Aug58 4pp 

accelerated 

Tax saving opportunity in own-exper- 


Bulletin F 
Barlow J 


ience useful life and no-salvage rule 
for declining-balance, Richter J H 
9JTAX338, Dec58, Ip 

1958 small business 

Law explained; suggestions for best 


uses, Lowrimore C S Sr, 9JTAX206, 
Oct58, 3pp 

reinvestment 

Explanation of proposal that excess of 
replacement cost over accumulated de- 
preciation be deductible upon retire- 
ment and reinvestment, McAnly H T 
26Control472, Oct58, 5pp 

Excess of replacement cost over accumu- 
lated depreciation should be allowed 
on retirement and reinvestment, Pe- 
loubet M E 29NJCPAJ11, Jul58, 5pp 

EMPLOYEES 

meals, lodging G moving expenses 

IRS states policy pending Peurifoy de- 
cision: generally temporary consid- 
ered less than one year, 9JTAX283, 
Nov58, lp 


ESTATES AND GIFTS—BOOKS 

Bowe, W J, Estate Planning and Taxa- 
tion, Dennis & Co., Inc. (Buffalo, 
1957) 2 volumes, 590, 614pp, $36.00. 

Beveridge J W, Beveridge Law of Fed- 
eral Estate and Gift Taxation, Cal- 
laghan & Co., (Chicago, 1956-58) 
1544pp, $60.00 

Bittker, Federal Income, 
Gift Taxation, Little, Brown 
(Boston, 1955) 1280pp. $11.00 

Lowndes & Kramer, Federal Eatate and 
Gift Taxes, Prentice-Hall, (Englewood 
Cliffs) 

Surrey S S & Warren W C, Federal 
Estate and Gift Taxation, Foundation 
Press, Inc., (Brooklyn, 1956) $10.00 

Federal Estate and Gift Taxes Explained 
—Including Estate Planning. Com- 
merce Clearing House, (Chicago, 
1956) 288pp, $3.00 
The four following titles cover the 
entire field—property transfers, ad- 


Estate and 


& Co., 


ministration problems, as well as 
taxes: 
Casner, A J Estate Planning, Little, 


Brown & Co., (Boston, 1956) 
nual supplement) 1137pp, $15.00 

Loring, A Trustee’s Handbook (revised 
by MA Shattuck) Little, Brown & 
Co., (Boston, 1940) 425pp, $7.50 

Shattuck M A & Farr J F, An Fatate 
Planner’s Handbook, second edition, 
Little, Brown & Co., (Boston, 1953), 
610pp, $10.75 


(an- 






5 


Spinney W R, Estate Planning—Quick 
Reference Outline, 5th Edition, 1958, 
Commerce Clearing House, (Chicago, 
1958) 96pp, $1.50 (paper cover) 

ESTATES—ARTICLES 

Annuities; joint interests; powers; de- 
ductions, Lowndes C L B 97Tr&Est 
787, Sep58, Tpp 

Mass. Tax Commissioner discusses pro- 
posals for increasing estate tax credit 
for state tax, Dane J 36Taxes553, 
Aug58, 4pp 

Changes in final regulations—prior- 
transfer credit; valuation; contempla- 
tion of death; transfers at death. 
First of two articles, Lowndes C L B 
97Tr&Est708, Aug58, 6pp 

Resume of tax on estates of non-resi- 
dent aliens, Rodman L E 97Tr&Est 
712, Aug58, lpp 

administration 

Federal, N. Y. state & estate accounting 
rules on basis, depreciation, depletion, 
accounting periods, Barnett B 28 
NYCPA732, Oct58, 10pp 

Executor’s income tax problems espe- 
cially with distribution; cause is taxa- 
tion under trust rules, Capps A T 
TulTaxInst40, 1958, 14pp 

Brief but practical comments on part- 
nership items; previously taxed prop- 
erty, etc., Carson W K 28NYCPA629, 
Sep58, 4pp 

Some allocation and other problems, 
Geller M 28NYCPA635, Sep58, 4pp 

Brief statement of income tax effect, 
various items, estate’s income and 
deductions; elections; choice of year, 
Rosbe R L TulTaxInst54, 1958, 10pp 

Gifts that fail to remove the property 


from the estate for estate tax pur- 
poses, Dunn J P 9JTAX42, July58, 
5pp 


Tax saving in expense deduction elec- 
tion, income or estate tax. remainder- 
man must share, Cimino M & Doutiit 
A 9JTAX165, Sep58, 3pp 

planning 

Accountants’ opportunities; 
developing client interest in, 
port L A 9JTAX294, Nov58, Ip 


EXCESS PROFITS TAX—BOOKS 
Seidman, Seidman’s Legislative History 
of Excess Profits Tax Lawa: 1946-1917, 
Prentice-Hall, (Englewood Cliffs) 
EXCISE TAXES 


Summary of refundable state & Federal 
taxes—ecasoline for off-the-road use, 
especially airplanes, 36Taxes677, Sep 
58, 8pp 

Pro & con for taxing wholesaler rather 
than manufacturer. U.S.. Canadian. 
European experience. policy, Lent G 
E 36 Taxes573, Aug58, 10pp 

EXEMPT ORGANIZATIONS—BOOKS 

Doctors’ Offices in Hospital-Financed 
Buildings, Foundation for Manace- 
ment Research, Inc. (Chicago, 1958), 
40pp. Warning that such offices create 
dissension among doctors, antagonize 
possible contributors and endanger 
tax exemptions 


EXEMPT ORGANIZATIONS—ARTICLES 
Informed comment on IRS position on 
exclusive operations; grantor-fiduciary 
relations; appreciated property; un- 
related income. accumulated earnings, 


hints for 
Rapo- 


etc., Barnes W T 9JTAX348, Dec58, 
6pp 

Comments on 1954 Code changes, regu- 
lations, rulings, including some un- 


published, Elder P 283NYCPA723, Oct 
58, 9pp 

IRS may deny exemption if trade show 
benefits members, not public, 9JTAX 
312, Nov58, 2pp 

Properly drawn charter important in 
qualifying as exempt. adaptation of 
above, Reiling H T 9JTAX168, Sep58, 


2pp 

IRS attacks stockholders bail out by 
sale to charity; churchmen ask law 
change (TC Docket), 9JTAX250, Oct 
58, 2pp 

Hospitals, leasing of office space to 
doctors may pose tax problems, 9 
JTAX251, Oct58, Ip 

Clubs seeking public patronage mav 
lose exemption. Change in regs, 9 
ITAX169, Sep58, 2pp 

Collapsible fund-raiser, case on docket 
may clarify “substantial”, 9JTAX118, 
Aug58, 2pp 

contributions 

Life income contracts with charities v. 
gift for annuity; tax, other aspects; 
examples, 211ICPA33, Aug58, 6pp 

Can’t deduct fee for care of lot, Bach- 
rach J C 9JTAX143. Sep58, Ipp 

Tax advantages of gifts of remainder 
interests; recent rulings, legislation, 
Entrekin E 44ABAJ787, Aug58, 2pp 


Corporate giving, legal and policy as- 
pects, taxes mentioned, Pascoe C R 
10TaxExec379, Jul58, 14pp 

Gifts that can increase spendable in- 
come, Rogers D 9JTAX230, Oct58, 
4pp. 

Lecture for accountants and lawyers in 
fund drive; appreciated and mort- 
gaged property trusts; rights, check 
list with cases and articles, Merritt 
R L 36Taxes646, Sep58, 18pp 

FARMERS—BOOKS 

Halstead H M, Federal Income Taxation 
of Farmers, Committee on Continuing 
Legal Education, (Philadelphia, 1956) 
129pp, $3.00 


FARMERS—ARTICLES 


IRS won’t regard inventory of cash basis 
farmer decedent as creating “income 
in respect of decedent” when sold, 
Young J N 9JTAX355, Dec58, 2pp 

IRS won’t tax patronage dividends cer- 
tificates; care in tax accounting urged, 
9JTAX357, Dec58, lp 

Livestock, comprehensive consideration 
of grower’s tax problems, ’reeze C A 
9IJTAX51, July58, 3pp 


FOREIGN—BOOKS 


Barlow and Wender, Foreign Investment 


and Taxation—Harvard Law School 
International Program in Taxation, 
Prentice-Hall, (Englewood Cliffs, 
1957) 506pp, $7.50 

Gibbons W J, Tax Factors in Basing 
International Business Abroad, Law 


School of Harvard University, (Cam- 
bridge, 1957) 178pp, $5.00. Study of 
U.S. tax advantages in having in- 
termediate foreign holding corp. to 
own stock of foreign operating com- 
panies and of the tax and corpora- 
tion laws and exchange controls of 13 
popular “base’’ companies. 

Posner S I & Allan H J, Federal Taxes 
and Foreign Investments, Public 
Affairs Press (Washington, 1958) 
14pp, 50c. Easy to read; no citations; 
introductory. 

Rado A R, & Uckmar V, The Tax Con- 
ventions Between the United States 
and Italy, International Bureau of Fis- 
cal Documentation, (Amsterdam, 
1958), 104pp., $2.50. U.S. lawyer ex- 
plains application to U.S. tax law; 
Italian lawyer, application to Italian 
jaw. 


FOREIGN—ARTICLES 


A working out of the mathematics of 
tax saving to exporters and manufac- 
turers thru tax credits, Western 
Hemisphere rates, tax deferral pos- 
sibilities, avoiding surplus here over 
$100,000. Mathematics of extractive 
and investment company advantages. 
Author concludes tax savings are too 
small to be an incentive, Kaczmarek 
JM Z 47GeoLJ88, Fall58, 18pp 

Sec. 1235 unfair to foreign inventor, 
Rado A R 9JTAX96 Aug58, 4pp 

business 

Corporations electing to tax corporate 
income to owners must watch source 
of income, esp. FOB on _ exports, 
9JTAX362, Dec58, Ip 

Analysis of premises behind Spermacet 
decision, Baker R P, 9JTAX154, Sep58, 


2pp 

Why U. S. movies are made abroad, 
Bernstein I, 9JTAX156, Sep58, Ipp. 

Choosing form of organization; re- 
mitting profits; taxes on employees, 
Cameron A 106J Account45, Jul58, 6pp 

Survey of tax on foreign income; sug- 
gestions for choosing method of do- 
ing foreign business. Munsche R C 
24NYUBusSer36, Jul58, 8pp 

corporation 

Exchanges not tax free without ruling; 
eases, background of law; some pri- 
vate rulings discussed: IRS policy 
evaluated, Whitehill C L 36Taxes622, 
Sep58, 7pp 

holding company 

Tax, other problems in organization; 
list countries used. hazards foreseen, 
Phelps J O 283NYCPA486, Jul58, llpp 

income 

Pro & con for U.S. credit for waived 
foreign tax, Hollman L D 9JTAX152, 
Sep58, 3pp 

Compilation of law, regulations on US 
tax on US citizen living abroad, 
Kallman D H 10TaxExec342, Jul58, 


19pp 

US credit for waived Pakistan taxes 
(dropped from treaty) analyzed, Kust 
M J 9JTAX150, Sep58, 3pp 

US & Canadian tax on US executive 
living in Canada, Smith L J 10Tax 
Exec361, Jul58, 8pp 

Regs drop negotiating office rule for in- 
come source, 9JTAX155, Sep58, lpp 


taxes S drops I 
Credit not deferred by contest Mp, estate 

foreign tax, 9JTAX292, Nov58, iinder ins 
Parent denied tax credit though }@jTAX302. 


liable for subsidiary’s foreign Mirty reasc 


9JTAX291, Nov58, 1p include 
western hemisphere trading corp § 97Tr 
Law outlined; sales subsidiarie estat 


little  aqjgpeath ber 


only tax purpose, r 

warned of danger, Friedman pphough f 

6AYoungJ1, Jul58, 12pp Det58, Ip 
FORMS SURANCE 


Residence, IRS form for deferring tory of t 


on sale uses wrong date, 9) Tyggnoosing 
July 58, lpp LUJ251, 
ENTORY 


FRAUD—BOOKS , 
Balter, H G, Tax Fraud: Wh pnomist s: 
Practitioner Needs to Know tof 1) gene 
tect His Client, The Journal of 


tion, (New York, 1957) 96pp, gems: }e 
Articles originally published jp oy f 
Journal of Taxation, “Practitig J wy 
Guide No. 3.” "B 36Ta 
Kostelanetz B & Bender L, Gy ment 
Aspects of Tax Fraud Cases, (unting « 
mittee on Continuing Legal Eduaifointed ov 
(Philadelphia, 1957) $3.00 wly58, 3p 
Mortenson, E R, Federal Taz WMQLUNTA 
Law, Bobbs-Merril! Co., Ine, lations 
dianapolis, 1958) ey 
FRAUD—ARTICLES wher. Cas 
Practical advice to lawyer hapTexes 65 
fraud investigations by IRS, Anpmples; e 
S TulTaxInst349, 1958, 23pp leyer C T 











Analysis of presumptions and shi 
of the burden of proof esp. i 
worth cases, 42MarqLR91, Sumii, 

Innocent wife may not be liabk 
fraud on joint return, 9JT! 
Sep58, lpp 

Limitation on civil fraud, ABA p 
8-year statute, 9JTAX116, Augii 

Professionals, expanding concept 
fraud endangers their licenses, 
man H A 9JTAX2, July58, 3pp 

Disbarment of attorneys for tax e 
too harsh a penalty, 9JTAX4, 
2pp 


nsively 
visions 


nefit rule 
investigation irryover 
Comments on ethical problems a dpp 
titioners, investigative powers of Bf general 


Mullens R A 10SCLQ670, Sumiissor’s los 
net worth F 170hic 
Brief comments on items enteringgmaty of 

net worth, bank deposit compu pus, Gilde 

of income, Smith G A TulTaxin@ SPP 


1958, 17pp a Shops 
ngie corp 
GIFTS ders put 


Notes on popular tax saving pal & Petta 
family gifts, trusts, etc., Hanigi 
O 28NYCPA625, Sep58, 4pp won't a 

minors b4 Code, 

Regulations, rulings answer some i busines 
lems on gifts thru custodianship fine law; 
trusts, Lentz H T 9JTAX344, Defuse it; w 
2pp AX194, 

INCOME—BOOKS GAS ANI 

Lindsay D A & Burford S F, Ite@iing & B: 
Gross Income, Practicinz Law ls Income 


os 


tute (New York 1958) 72pp $2 Cliffs) 
exposition of the law, footnod—r K G, 
Code, regulations, cases; covenfme Taxa 


clusions, and income given specilPuse, Inc., 
treatment. 50. Autl 
INCOME—ARTICLES ays 
IRS to reconsider policy on cust.” . 
contributions for construction (f4S AND 











cilities, 9JTAX210, Oct58, Ip Bsis of col 
INSURANCE—BOOKS coal striy 
MABAJS 


Foosaner S J, Foosaner Taz U 
Life Insurance, Callaghan ¢ 
(Chicago, 1957) 265pp. $8.50 


Harnett, Taxation of Life Inmi,) vata 
Prentice-Hall, (Englewood ially “ 
1957) 296pp, $7.50 , portance 

How Federal Taxes Affect LilBsbilities 
surance and Annuities, Com ig5e 5 
Clearing House, Inc., (Chicago, gaing 
96pp, $1.50 ignment 

INSURANCE—ARTICLES ae to 

axInst2 


Careful review of year’s legislatia Wy tax pro 
ings and cases; insurance COMMByact¢. ex} 
pensions for self-employed, est# critical 
on proceeds, accident-health, ® clear 
purchase agreements, related at B, 54pp r 
oa re pao tras 
liability, Worthy M : 
Oct58, 18pp Po. 

Sale of nearly matured policy; Grace jon, 
differ on cavital gain. recett®ning in 
analyzed, 9JTAX370, Dec58, 10 Bon 5 ¢ 9 

Louisiana law affecting tax planni z 
family, business life insurance, 4 ERSHIP 
L S TulTaxInst19, 1958 20pp ohn, A J 

Insurance in estate planning, BoifLaw Inst 
R 28NYCPA633, Sep58, 3pp 

Income & estate tax on proc™P., Fed, 
death or before; gift tax; easy ®ftnerships 
survey, Hatfield R F TulTsi§ston, 19; 
1958, 18pp hd supp! 





planning 


















ontest g 
lovbs, j 


corp 


s drops proposal to include insurance 

n estate tax value of stock redeemed 

nder insured buy-sell agreement, 9 

yugh tMJTAX302, Nov58, lp 

oreign @irty reasons why life insurance should 

be included in employee plans, Howes 
§ 97Tr&Est717, Aug58, 2pp 


liarie @pal estate tax regulations exclude 
le aeiqpeath benefit under qualified plan 
dman panough from insurance, 9JTAX248, 
“Bct58, Ip 
SURANCE COMPANIES 
ferring aptly of taxation; present impasse on 
‘a method, Swangren H C 12 


, ooT hoosing 


PLUJ251, Sum58, llpp 
VENTORY 
Wh momist says Congress never intended 
ow tt) general use of LIFO or (2) 
aa "troactive LIFO election; Hutzler 
oa of ‘rong; legislative history examined, 
1 + “Borron J F 36Taxes565, Aug58, 8pp 
snec I Buttal of Barron’s LIFO article, 





yer hand 


[ 


23pp 


esp. in 


1 


be liable 


ABA pry 
, Aug.it 


ractitioy 


vloubet M E, McAnly H T & Barker 
B 36Taxes663, Sep58, 6pp 

rement between tax law and ac- 
‘unting concepts general, differences 
inted out, Shannon G F 9JTAX18, 
wly58, 3pp 

Taz MYOLUNTARY CONVERSION 

Inc, Buistions err in treating proceeds 
sid to mortgagee as received by 
wher. Cases analyzed, Braunfeld F L 
sTaxes 697, Oct58, 4pp 

mples; exposition of law, Rev Ruls, 
ger C TulTaxInst301, 1958, 30pp 
and shi§NT TENANCY 

tax problems on joint tenancy, state 
rtax section speech, Lamme W H, 
TAX79, Aug58, 2pp 

IDATIONS 

rules can reduce basis of inventory 
eived and increase tax, 283NYCPA 
6, Aug58, 2pp 


RS, A 


, Sumis 





9JTAM 


»ncept of 


icenses, MSES 


y 
) 


« 
) 


r 


Ces 


58, 3p? Iybock and carryover 
r tax jae footnoted review of Code 
AX4, di bovisions on loss carryovers and tax 
nefit rule; suggests extension of loss 
ryover period, 67YaleLJ1394, Jul 
lems of 8, 3lpp 
»wers of Bf general comment on use of prede- 
, SumiiRsor’s loss, other problems, Knittel 
F 170hioCPA104, Sum58, 4pp 
enteringmary of loss carryover computa- 
compu Gildea M C 201CPA34, Sum 
Tovind 6DP 
ulTaxt in Shops misapplied by D. C. to 
nele corporation after new stock- 
ders put it in new business, Levine 
aving pal & Petta L J 36Taxes562, Aug58, 
Haniglp 
4pp won't apply Libson Shops under 
b4 Code, 9JTAX219, Oct58, 1p 
or some jg! business 


€ 
odianships fine 
AX344, De 


law; suggestions for planning 
se it; warnings of danger points, 
TAX194, Oct58, 3pp 


GAS AND MINERALS—BOOKS 


S F, lIta#ling & Burton, Taxation of Oil and 


n Law lg Income, Prentice-Hall, (Engle- 
T2pp S2hod Cliffs ) . 

footnolr K G, Oil and Gas Federal In- 
es; covesfme Taxation, Commerce Clearing 
ven spetipuse, Inc., (Chicago, 1957) 352 pp, 


truction 
t5 


, 


50. Author is an attorney and a 
wticing CPA, a partner in Arthur 


ing & Co. 
me GAS AND MINERALS—ARTICLES 
ysis of conflicting decisions on right 
wal stripper to depletion, Redman 
MABAJ989, Oct58, 3pp 


58, lp 


Tax Us 


“case analyzed; seen not affecting 
aghan & + pay-out assignments, 12SwLJ396, 
. $8.50 — Bn58, 4y 

5 58, 4pp 
Life Insti.) lease brokers; tax problems, 
lewood Becially “pool of capital’ concept, 
ortance of records, capital gains 


fect L 
iea, ong 


( Chicagt 


ise. Hughes A E TulTaxInst 
1958, 20pp 


al gains in minerals; sale, lease 





fgnment income; cases analyzed; 
; tions to literature, Jewett R K 
: TaxInst264, 1958, 37pp 
legislatit® By tax problems of investor; various 
ance ct Aen explained; cases, IRS posi- 
loyed, @ 


nt-health, 
- 





p critically analyzed; comprehen- 
, clear, Stroud E B TulTaxInst192, 


elated 28% 54np 


ems, | Tal planning in oil and gas sharing 

M 361%%ingements; all types analyzed, 
. der P C 9JTAX172, Sept58 4pp 

i policy; ¢ 


in, recent @, 
Dec58, Ip 
tax plannl 


ae NERSHIPS—BOOKS 


58 20pp 


case leaves room for capital gain 
ning in retained oil payments, 
om S C 9JTAX27, July58, 2pp 


ohn, A J B, Partnerships, Practi- 


nning, BolifLaw Institute, (New York, 1957) 
58, 3pp pp 


on proce 


F 


P., Federal Income Tazation of 


tax; easy"ftnerships, Little Brown & Co., 
TulTaston, 1952) 469pp, (with 1957 
md supplement), $25.00. Unfor- 





tunate that this fine text was not 
revised to include the 1954 Code. The 
separate volume makes correlation of 
old and new cumbersome. 

McDonald D, Dohan D H D & Phillips 
P A, Federal Income Tazxation of 
Partners and Partnerships, Committee 
on the Continuing of Legal Education, 
(Philadelphia, 1957) 

Shockey H & Sweeney H W, Tax Effects 
of Operating as a Corporation or 
Partnership, Prentice-Hall, Inc., 
(Englewood Cliffs, 1957) 585pp, $8.50 

Taubman J, The Joint Venture & Tax 
Classification, Federal Legal Publica- 
tions, Inc., (New York, 1957) 493pp, 
$15.00 

Willis, Handbook ef Partnership Tazxa- 
tion, Prentice-Hall, (Englewood Cliffs, 
1957) 585pp, $15.00. The author was 
chairman of the advisory group on 
Subchapter K (partnerships) ap- 
pointed by the House ays and 
Means Subcommittee on Internal Rev- 
enue Taxation. 

PARTNERS G PARTNERSHIPS-— 
ARTICLES 


Advantages to corporations in using an 
unincorporated joint venture to carry 
out new projects, Brady G J 9JTAX 
258, Nov58, 3pp 

Purchase of partnership interest vs 
assets; TC Docket, 9JTAX314, Nov58, 
1 


p 

Tax, other problems, termination of ac- 
counting partnership, Block M, 28 
NYCPA515, Jul58, 5pp 

Closing partner’s year, losses, other 
problems under Code; proposals for 
change discussed, Cohen A H 10 
SCLQ635, Sum58, 14pp 

Real Estate syndicates as partnerships 
(TC Docket), 9JTAX182, Sep58, 2pp 

Redemption of interests of deceased or 
retiring partner, proposed clarification 
of tax treatment of, 9JTAX112, Aug 
58, 3pp 

Formation of partnership; careful choice 
of accounting method and inventory 
contribution necessary, 9JTAX54, July 
58, 2pp 

liability 

Hazards, and ways to avoid them, in 
contributed property, sale of interest, 
other dealings involving liabilities, 
Weiss. R-L 9JTAX226, Oct58, 4pp 

PENSION AND PROFIT-SHARING 
PLANS—BOOKS 

Rice L L, Basic Pension 
Sharing Plans, Committee on Con- 
tinuing Legal Education (Philadel- 
phia, 1957) 148pp, $3.00 

Pension and Profit-Sharing Plans and 
Clauses, Commence Clearing House, 
(Chicago, 1958) 464pp, $9.00. Clauses 
and complete texts of actual plans. 


PENSION G PROFIT SHARING PLANS— 
ARTICLES 


and Profit- 


Outiine of estate tax on pension & 
profit-sharing benefits, Lawthers R J 
12CLUJ360, Fall58, 8pp 

Description of function of actuary in 
developing and administering pension 
plans, 9JTAX372, Dec58, 2pp 

Cogent comments on current trends: in- 
flation protection, union influence on 
investments, Yake R L 97Tr&Est792, 
Sep58, 3pp 

Popularity due to tax benefits to execu- 
tives, especially stockholder-employees;: 
examples, Young S M & Silverman M 
7CleveMarLR, Sep58, 17pp 

Readable summary of IRS rules for 
qualifying plans, Graichen R E 106 
JAccount42, Aug58, 6pp 

Multi-employer pension plans: includes 
brief reference to tax qualifications, 
Melnikoff M, 12CLUJ228, Sum58, 23pp 

Estate planning for employee: exam- 
ples, Moses A S Jr., 97Tr&Est616, 
Jul58, 3pp 

Examples of “excess” plans (for those 
over a specified salary) that qualify 
as non-discriminatory, Seal H L 97Tr 
&Est679, Jul58, 2pp 

Minority sues to end phantom 
9JTAX149, Sep’58, Ipp 

Pension better than profit-sharing for 
middle-aged executives, Bret W N 
9JTAX84, Aug58, 2pp 

Trusteed and insurance funded plans 
compared, Root C D 9JTAX15, July 
58, 2pp 

PERSONAL—BOOKS 


Vernon W, Vernon LM, & Keebler S E, 
Federal Income Taxation of Individ- 
uals, Committee on Continuing Legal 
Education, (Philadelphia, 1955) 150 
pp, $2.50 

Everyday Tax Planning to Increase the 
Family’s Spendable Income, The Jour- 
nal of Taxation, (New York, 1956) 
144p, $2.95. Practitioner's Guide No. 


plan, 


Tax Angles for Homeowners, Commerce 


Clearing House, (Chicago, 1957) 64pp, 
$1.00 


PERSONAL HOLDING COMPANIES 
Recent cases and rulings, Janin H Tul 
TaxInst482, 1958, 29pp 


PLANNING—BOOKS 
Ervin J W ed., 1958 Major Tax Plan- 


ning, Matthew Bender & Co., (AI- 
bany, 1958) $14.50 
PLANNING—ARTICLES 
Summary of tax-saving devices, new 


and old, available to year-end tax 
planner, Freeman H A, 9JTAX358, 
Dec58, 3pp 

POLICY—BOOKS 


Blough, The Federal Taxing Process, 
Prentice-Hall, Englewood Cliffs 
Holland D M, The Income Tax Burden 
on Stockholders,—A study by the Na- 
tional Bureau of Economic Research, 
New York, (Princeton, 1958) 241pp, 
$5.00. 1940-52 statistics examined to 
compare actual with burden if corpo- 
rate earnings were taxed directly to 
stockholders. Burdens computed at 
various stockholder income levels and 
with varying portions of corporate 
tax passed on through higher prices. 
Lent, G E, A Tax Program for Small 
Business, The Amos Tuck School of 
Business Administration, (Hanover, 
1958) 28pp, (bulletin—free) 
POLICY—ARTICLES 


Study of tax return statistics shows no 
clear proof that controllable expenses 
increased with EPT, Lent G E 11Nat 
TaxJ 254, Sep58, llpp 

An exploration in terms of economic 
theory of some of the subtle problems 
of equity and economic growth in 
progressive taxation, Morag A 11Nat 
TaxJ219, Sep58, llpp 

Preparing a very simple averaging 
plan: unlimited voluntary tax de- 
ferral upon deposit of deferred in- 
come at no interest, Esenoff C M & 
Beckett H L 9JTAX204, Oct58, 2pp 

PROCEDURE—BOOKS 

Casey LF, Casey Federal Tax Practice, 
Callaghan & Co., (Chicago, 1955) 
195lpp, (Cumulative Pocket Parts— 
annually) $80.00 

Goodrich E J & Redman L, Procedure 
Before the Internal Revenue Service, 
Committee on Continuing Legal Edu- 
cation, (Philadelphia, 1957) 205pp, 
$3.00 

Lore, How to Win a Tax Case, Prentice- 
Hall, (Englewood Cliffs) 

Keir L E, The Preparation and Trial of 
Cases in the Tax Court of the United 
States, Committee on the Continuing 


of Legal Education, (Philadelphia, 
1955) 
When You Go to the Tax Courts; Pro- 


cedure and Practice, Commerce Clear- 
ing House, Ine., (Chicago, 1957) 
316pp (paper cover), $4.00 


PROCEDURE—ARTICLES 
ABA group would exclude IRS from 
proposed administrative Procedures 


Code, 9JTAX379, Nov58, Ip 

Special Assistant to chief, Appellate 
Div., NYC region, explains develop- 
ment, current work of division; com- 
ments on withdrawal of claims and 
referral of issues to National office, 
Culligan C R 28NYCPA713, Oct58, 
Tpp 

Shift in jurisdiction for selling in IRS 
explained; seen as giving practitioners 
new opportunity, Kopperud A 33 
JSBCal375, Jul-Aug58, 3pp 

ABA group finds anarchy in tax liens: 
proposes study and legislation, 9JTAX 
305, Nov58, 2pp 

Deputy IRS Commissioner reviews state- 


Federal information exchange pro- 
gram, 9JTAX304, Nov58, 2pp 
Former attorney for Regional Counsel 


explains office’s work: conferences, 
settlements, trials, relations with ap- 
pellate div; procedures; attitudes, sug- 
gestions for practitioners, Kopperud 
A 36Taxes473, Jul58, 7pp 

Proposed Federal Code of Administra- 
tive Procedure should not be made ap- 
plicable to IRS, Miller R N 36Taxes 
525, Jul58, 3pp 

Pay first or use Tax Ct, says Sup. Ct., 
Riordan J Q 9JTAX106, Aug58, 2pp 

ABA group asks curb on IRS jeopardy 
powers; current law discussed, 9JTAX 
238, Oct58, Ip 

CPA reviews IRS audit procedure, com- 
ments on morale; speech, Thurston 
T G 10SCLQ663, Sum58, 5pp 

REAL ESTATE—BOOKS 

Anderson P E, Tax Planning of Real 
Estate, Committee on Continuing Le- 
gal Education, (Philadelphia, 1957) 


REAL ESTATE—ARTICLES 
Real estate investment companies should 
be given tax advantages of mutual 


funds; recently proposed legislation 
examined, Channing L M 36Taxes502, 
Jul58, 12pp 

Tax treatment of repairs, maintenance; 
practical, though elementary; check 
lists, Horowitz M 39REstN234, Jul58, 
5pp 

Purchaser, tax minimization for; variety 
of transactions considered, Boughner 
J L 9JTAX30, July58, 4pp 

REDEMPTION OF STOCK 

Sec302 revision, advisory group pro- 
posal analyzed, Dale KE R 9JTAX66, 
Aug58, 2pp 

Advisory group report on Sec 302 out- 
lined, Donaldson J B & Kopperud A 
9JTAX68, Aug58, 2pp 

IRS attitude toward Sec 302 reason for 
revision proposals, Hobbet R D 9 
JTAX67, Aug58, 2pp 

death taxes 

Marital bequest redemption, proposal to 
extend Sec 303 to cover, Kahn J 
9JTAX70, Aug58, lpp 

dividend 

Sanders v. Fox, Casale, Prunier, Holsey 
(written before its reversal) ex- 
plained, 27UCinLR321, Sum58, 5pp 

Holsey as reversed seen as contrary to 
Zipp; caution in relying on Holsey 
urged, Peltin S C & Meldman L L 
9JTAX261, Nov58, 1p 

Zipp case shows dangers in stock re- 
demption; under funded buyout plans 
still unclear, Maier L 9JTAX87, July 
58, 2pp 

REFUNDS 

Prepayments of tax cause $3 billion in 
refunds, 9JTAX33, July58, lpp 

RETURNS 


consolidated 
Consolidated returns; ABA would elim- 
inate inequities in present handling; 


one practitioner’s practical advice, 
9JTAX208, Oct58, Ipp 
estimates 


Using withholdings to get safe esti- 
mates, 9JTAX377, Dec58, Ip 

Correcting underestimate by increasing 
withholding, 9JTAX143, Sep58, lpp 

SALES TAX—BOOKS 

Due J F, Sales Taxation, The Univer- 
sity of Illinois Press, (Urbana, 1957,) 
396pp. $5.75. US, European, Bri‘ish 
Commonwealth sales taxes described; 
policy and administrative problems 
analyzed. 

SELF-EMPLOYED RETIREMENT 

Permitted investment in proposed plans, 
Corbett R M 97Tr&Est632, Jul58, 3pp 

SOCIAL SECURITY 

Summary of 1958 law changes, 9JTAX 
243, Oct58, 2pp 

Similarly, Ress SS 283NYCPA750, Oct58, 
3pp 

Changes made by Congress in benefits 
show beneficiaries have no _ vested 
rights; political, economic, social fac- 
tors in any vesting analyzed; legisla- 
tive history; extensively footnoted, 
Wollenberg E F 3700reLR299, Jun58, 
62pp 

STATE AND LOCAL—BOOKS 

Hanczaryk E W & Thompson J H, The 
Economic Impact of State and Local 
Taxes in West Virginia, West Vir- 
ginia University, (Morgantown, 1958). 
Authors conclude that the state is be- 
low average in ability to pay taxes, 
but does not collect what it could; 
reliance on sales and excise called too 


heavy and property taxes found in- 
equitable. 
Morton W A, Housing Tazation, The 


University of Wisconsin Press, (Madi- 
son, 1958) 280pp, $4.75. 

Stuetzer, H. Jr., Massachusetts Taxation 
of Corporations, Little, Brown & Co., 
(Boston, 1956) 125pp, $3.25. By a 
practicing accountant, partner in Ly- 
brand, Ross Bros. & Montgomery. 


STATE AND LOCAL TAXES—ARTICLES 


Elaborate study of state & local tax 
costs of 25 actual firms at 64 different 
locations in N. Y. metropolitan area. 
Provocative comment on variations; 
trend toward uniformity foreseen, 
Campbell A K 11NatTaxJ195, Sep58, 
24pp 

Defense of Louisiana tax exemptions 
for new industry as beneficial to state, 
Conner E D TulTaxInst448, 1958, 9pp 

Selecting state of incorporation; tax, 
other legal factors; law in all states 
noted, Dederick C G TulTaxInst372, 
1958, 44pp 

Suggestions to assessors about locating 
and valuing leased equipment, Erbach 
G H 24Assessors’NL92, Aug58, 2pp 

Second installment, Erbach G H 24 
Assessors’ NL103, Sep58, 2pp 








California Bar group action on 1957 
state legislation summarized, 33JSB 
Cal469, Jul-Aug58, llpp 

Summary of states’ 1957 tax legislation, 
22TANS85, Aug58, 2pp 

Outline Alabama state taxes, McNair 
W C, 19AlaLaw284, Jul58, 10pp 

Baltimore ad tax ended, 9JTAX180, 
Sep58. lpp 

High cost of exemption program to at- 
tract industry, Ross W D 9JTAX109, 
Aug58, 2pp 

Location choosing, use of computers to 
determine best tax solution, Kust L E 
9JTAX58, July58, 2pp 

gross receipts 

NY City Bureau Chief explains 
allocation formula, Goodgold L 
NYCPA645, Sep58, llpp 

income taxes 

Philadelphia’s 20-year-old flat-rate city 
income tax examined; found produc- 
tive, efficient and equitable in burden 
on non-residents, Phillips J C 11Nat 
TaxJ241, Sep58, 13pp 

NY sick pay exclusion; dependency 
credit for students; some real estate 
problems, Eolis M I R 28NYCPA664, 
Sep58, 3pp 

Summary of income taxes in Ohio cities, 
Robb J H 170hioCPA111, Sum58, 3pp 

NY State Commissioner discusses 
methods of enforcement and collec- 
tion, 9JTAX288, Nov58, 2pp 

Recent changes in NY law and regu- 

lations, Beckerman S H 28NYCPA 

579, Aug58, 4pp 
NY problems: partnership years; 

sale of goodwill; unincorporated busi- 

ness tax on income realty sale and on 
businesses under common _ control, 

Blumenberg S 28NYCPA583, Aug58, 

3pp 

Sales in “Mass” formula, NY & Pa.: 
no state statute limitations, Etkin W 
28NYCPA511, Jul58, 3pp 

Industry tax men criticize 
uniform law of multistate income 
allocation on policy as well as specific 
provisions; speech, 36Taxes533, Jul58, 
10pp 

NY deputy comm. describes tax, with- 
holding on non-residents; speech, 36 
Taxes542, Jul58, 3pp 

Listing of states requiring withholding 
from residents, non-residents, 26Con- 
trol330, Jul58, lpp 

intergovernmentc! immunity 

Borg-Warner, Continental, Murray cases 
explained, 27UCinLR315, Sum58, 7pp 

Borg-Warner, Continental, Murray cases 
on Federal immunity analyzed, ap- 
proved, Dexter W D 10TaxExec321, 
Jul58, 2lpp 

interstate commerce 


Recent case on state taxation of multi- 
state business; state programs of tax 
incentives to attract industry sur- 
veyed, Friou R E TulTaxInst540, 1958, 
l6pp 

Summary of recent cases; suggestions on 
filing returns for multi-state busi- 
ness, Reck P A 26Control311, Jul58, 
8pp 

property taxes 

Survey of Bethlehem, Pa., property tax 
administration, Johnson D W 11Nat 
TaxJ265, Sep58, Tpp 

History of property taxation in Kansas, 
Leonard L A 11NatTaxJ230, Sepd8, 
llpp 

Some practical comments on contesting 
valuations in New York, Lew I 39 
REstN304, Sep58, 2pp 

Random-sample survey of property tax 
in Flint, Michigan and nearby com- 
munities, Zimmer B G 11NatTaxJ280, 
Sep58, 7pp 

Intergovernmental immunity — history, 
recent cases; practical result. Legis!la- 


new 
8 


u 


proposed 





tion urged, Nourse J L 9JTAX286, 
Nov58, 2pp 

Minnesota tax department operation, 
especially supervision of local asses- 
sors, Sulerud A C 24Assessors’NL&87, 
Aug58, 3pp 

Summary of 2 cases on Ohio personal 


property exemption for goods in stor- 


age warehouse, 24Assessors’NL&86, 
Aug58, lp 
Cases, constitutionality, policy in ex- 


empting land under easement for fu- 


ture highways, 26Taxes605, Aug.58, 
3pp 
sales tax 


Indiana gross receipts tax a hybrid in- 
come-sales tax. Productive, politically 
palatable, not very regressive, Hamil- 
ton H D 11NatTaxJ272, Sep58, 8pp 

Survey new collection methods all states; 
comments on need for industry re- 
porting, uniformity in laws, Miller 
E B 9JTAX364, Dec58, 4pp 


Automatic vendors must pay Washing- 
ton sales tax though none is collect- 
ible from customers, Lenihan W 
83WashLR190, Sum58, 3pp 

Speculative builders can avoid Washing- 
ton sales tax, Lenihan W F 33Wash 
LR188, Sum58, 3pp 

Washington tax due on purchase of 
earbon electrodes for manufacture of 
ferrosilicon in electric furnace, Leni- 
han W F 83WashLR192, Sum58, 7pp 


unemployment 

New Missouri reporting system called 
onerous, 9JTAX331, Dec58, 1p 

Recent changes in NY law, Ress S S 
28NYCPA591, Aug58, 3pp 


STOCK AND STOCKHOLDERS 


Restricted stock options explained large- 
ly by reference to legislative history, 
Schlesinger E S 36Taxes709, Oct58, 
30pp 

Formulas for computing needed market 
rise to offset tax on switching invest- 
ments, Adlman M 36Taxes643, Sept58, 
3pp 

Two-class common, Sec 305 advisory 
group proposal would kill, Haddad W 
N 9JTAXT71, Aug58, 2pp 

Constructive ownership rules, advisory 
group Sec 318 proposals eliminate un- 
intended hardships, Teschner R R 
9JTAX72, Aug58, 2pp 


operations 

Wash, short sales, options, rights, iden- 
tification problems, etc., analytical, 
comprehensive, Dixon A J TulTaxInst 
556, 1958, 60pp 

options 

Restricted options, new law, estate plan- 
ning, Neilan W J 12CLUJ220, Sum58, 
8pp 

Law and regulations on modifying op- 
tions after market declines, 20IIICPA 
16, Sum58, 3pp , 

Warning—don’t create joint tenancy of 
stock acquired under restricted option 
in 2-year or 6-month statutory 
periods, 283NYCPA599, Aug58, Ipp 


TAX COURT 

Discovery procedure should be used by 
Tax Court: motions for better state- 
ment unsatisfactory, Kaminsky M 36 
Taxes498, Jul58, 4pp 

Proposal to transfer the Tax Court to 
the judiciary, Kilpatrick H C 9JTAX 
7, July58, 2pp 

ABA Tax Section votes to urge legisla- 
tion to force Tax Court to follow cir- 
cuits, 9JTAX239, Oct58, 1p 


TAX PRACTICE 

Arguments for legal specialization sum- 
marized, 9JTAX295, Nov58, Ip 

Treasurer describes tax and other per- 
sonal financial aid by corporation to 
its employees, 9JTAX299, Nov58, Ip 

Opportunities and obligations of the 
corporate tax executive; speech, Cis- 
ler W L 10TaxExec393, Jul58, 8pp 

ABA committee proposes code limiting 
CPA-lawyer joint practice; text and 
comments, 9JTAX198, Oct58, 4pp 

ABA UPL Committee urges its men to 


be on all conferences, 9JTAX186, 
Sep58, lpp 
TRUSTS—BOOKS 


Kennedy L W, Federal Income Taxation 
of Trusts and Estates, Little, Brown 
& Co., (Boston, 1948) with 1953 sup- 
plement. 837pp. $20.00. This is the 
text on the subject; thorough, com- 
prehensive. 

Olson R L & Gradishar R L, Saving In- 


come Taxes by Short Term Trusts, 
Prentice-Hall, (Englewood Cliffs. 
1956) 203pp, $7.50. Exposition of 


Code; examples. 

Tweed H & Parsons W, Lifetime and 
Testamentary Estate Planning, Com- 
mittee on Continuing Legal Educa- 
tion, (Philadelphia, 1955) 

TRUSTS—ARTICLES 


Louisiana Statutes permit trusts; should 
be used, Doyle F C TulTaxInst188, 
1958, 4pp 

Tax, legal, practical aspects of family 
trusts; personal aspects of trusts for 
pensions, deferred compensation, busi- 
ness life insurance; recent cases, legis- 
lation discussed; references to texts 
and recent articles; comprehensi 
clear, Lentz H T TulTaxInst64, 1958, 
124pp 

Multiple; use for decedent income, de- 
ferred compensation; avoiding five- 
year throwback; proposed tax legisla- 
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